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FOREWORD 


A short time ago, I was discussing in a class in torts the absolute 
loss to the economy caused by industrial accidents, which result in the 
loss of time and skills which can never be replaced even though an insurance 
scheme of some sort may distribute the cost of the casualty. My particular 
point was that a program of vocational rehabilitation under Workmen’s 
Compensation (which Illinois lacks) is as important in terms of the econ- 
omy as compensation of the injured individual is from a social point of 
view. One student argued that as long as we have a number of un- 
employed, no economic loss was suffered, since every injured person 
could be readily replaced. He suffered from a common delusion. 

According to a recent issue of Fortune magazine, there exists at 
present a large pool of unemployed business executives while at the 
same time business and industry are scouring the country for executive 
talent. Only rarely do they find what they want in the pool of un- 
employed. The fact is that we are not as mobile and adaptable as we 
like to think, but, on the other hand, and happily so, the appreciation of 
unique individual capabilities has not yet given away entirely to an 
abstracted concept of the interchangeable organization man. Key men 
exist in every business and industry at every level, and on them rests 
the burden of successful operation and progress. These are the men 
whose departure means a transitional loss to the business, no matter how 
soon they are replaced and usually, no matter who replaces them. The 
first part of our symposium discusses the various methods of compensation 
which may be used to retain good men. What serves to retain will, gener- 
ally, also serve to attract. 

But inevitable as the taxes which present the chief obstacle to ade- 
quate compensation of superior management personnel (and tax considera- 
tions are therefore given considerable attention in this symposium), comes 
death, which presents the additional problem of maintaining control of a 
closely-held business in the survivors. Withdrawal from the business oc- 
casions the same problem, but it occurs much less frequently. The motives 
which urge maintenance of control by the active surviving partners or 
shareholders are based, not on selfish or emotional desires to exclude 
“strangers,” but on the sound assumption that the interruption to business 
continuity should be minimized. This can best be assured by preventing 
interference by outsiders who might not share the harmony of purpose and 
identity of interest existing among the owners prior to the death or with- 
drawal of one of them, or, in the case of withdrawal “for cause,” by being 
able to assert the will of the survivors in the expectation that thus harmony 
of purpose and identity of interest may be established or restored. How 
continuity of control may be achieved when death or withdrawal occurs is 
the concern of the fourth article of our symposium. The last article treats 
voting control methods and how they may be used legally and effectively 








in the closely held corporation, as well as describing the use of trusts and 
charitable foundations by the majority stockholder as instruments of control. 


Paut O. ProEHL 
Editor, Law Forum 





INTRODUCTION TO MANAGEMENT 
COMPENSATION 


BY RICHARD E. MURPHY, JR.* 


DURING THE PAST FORTY YEARS the management of most large, 
many medium, and some small corporations has been turned over to indi- 
viduals who are not in any real sense of the term “principal shareholders” 
of these corporations. As the use of outside management has increased, 
management’s participation in corporate profits has also increased through 
the development of various methods of compensation which reward execu- 
tives for their part in producing these profits. Until the late 1930’s, for the 
most part, executives were compensated by fixed salaries and/or various 
forms of currently distributable cash or stock bonuses. In the past twenty 
years, however, taxes and inflation have substantially reduced the real com- 
pensation of corporate executives, and as a result many companies and 
executives feel that part if not all of the incentive feature has been removed 
from these conventional forms of compensation.! As a result, a number of 
new methods of compensating management have been developed. These 
are generally designed to provide executives with income which will be re- 
ceived and taxed at some future time when the impact of taxes will be 
greatly reduced and/or to provide capital gain income which will be taxed 
at the maximum rate of twenty-five per cent. 

There are no fixed rules to be used in determining the compensation 
program which will best suit the requirements of any given company and 
its executives. In most instances several different elements will be involved, 
and the particular plan which will best suit one company will not neces- 


* RICHARD E. MURPHY, JR. B.S. 1950, J.D. 1951, Loyola University; 
C.P.A., State of Illinois; partner in firm of McDermott, Will & Emery, 
Chicago, Illinois. 


1A comparative study of executive compensation levels made by Mr. Arch Patton 
of the firm of McKinsey & Co., is summarized in Thinking Ahead, Harv. Bus. Rev., 
Mar.-Apr. 1952, p. 141. This study indicates that the compensation of top management, 
when adjusted for increased taxes and living costs, actually decreased 59% from 1939 
to 1950 and that the compensation of middle management decreased 40%, while the 
compensation of supervised employees increased 3%. The recent Annual Report on 
Executive Compensation, Harv. Bus. Rev., Sept.-Oct. 1957, p. 125, indicates that the 
trend of management compensation is still increasing at only a moderate rate. This 
may be due in part to the fact that the forms of compensation used to measure in- 
creases may not include all of the items currently being used to compensate manage- 
ment such as deferred compensation, appreciation in the value of stock acquired 
pursuant to stock option plans, etc. See also NATIONAL INDUSTRIAL CONFERENCE Boarp, 
Inc., Srupies rv Lasor Statistics No. 17, COMPENSATION OF Top Executives (1956), for 
some recent compensation figures. 
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sarily be the same plan which is in use by other companies in the same lo- 
cality or industry.? 


The principal methods of executive compensation in general use today 
may be broken down into the following categories: 


(1) Fixed salaries 

(2) Cash bonuses 

(3) Stock bonuses 

(4) Stock options and other stock purchase plans 
(5) Deferred compensation plans 

(6) Fringe benefits. 


Each of these methods and their federal income tax consequences are dis- 
cussed separately below. 


FIXED SALARIES 


The basic arrangement for compensating an executive is the payment 
of a fixed salary. This can be done on a month-to-month basis, under an 
annual contract, under a long term contract, or on some other basis. The 
amount of salary will, of course, depend on the other elements of compensa- 
tion in the executive’s pay package. 

Generally speaking, such an arrangement presents no federal income 
tax problems. The salary payments will be deductible for federal income 
tax purposes as they are paid or accrued, depending upon the accounting 
method of the employer,* and will constitute ordinary inceme to the 
executive as received.5 

Fixed salary payments are normally made in the form of cash; however, 
in some instances part of an executive’s salary may be paid in the form of 
other property, usually the stock of the employer. If property other than 
cash is paid to the executive as a part of his compensation, the employer will 
be entitled to a deduction based on the fair market value of the property 


2 The development of a good executive compensation “package” for any company 
will involve many collateral questions, such as the effect of high compensation on 
junior executives and organized labor, shareholder public relations questions, cost con- 
trol problems, etc. No attempt is made to cover these various collateral questions. 

3For illustrations of various executive contracts and stock plans currently in use, 
see N.Y. Stock ExcHANGE, Stock OwnersHiIp PLANS FoR EMPLOYEES (1956); SANDERS, 
Errects OF TAXATION ON Executives (1951); Casey, Executive Pay Pans. Long term 
contracts providing for compensation after normal retirement are a method of deferred 
compensation. This subject is treated in Farwell, Deferred Compensation, infra p. 25. 

4US. Treas. Reg. 118, § 39.23(a)-6 (1953); U.S. Treas. Regs. § 1.162-7 (1958). 

5Int. Rev. Cope or 1954, § 61; U.S. Treas. Regs. § 1.61-2 (1957). It is assumed 
throughout this article that the executive is on a cash basis and is employed by a 
corporation. 
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at the time it is transferred to the executive,® and the executive will be re- 
quired to include the fair market value of the property as ordinary income 
in the year in which he receives it.’ 


CASH BONUSES 


Currently distributable cash bonuses are probably the most widely used 
form of management “incentive” compensation. While the use of cash 
bonuses has been somewhat curtailed as a device for compensating top 
executives as a result of high progressive tax rates, cash bonuses are still 
being paid by a great number of companies, particularly where the over-all 
compensation levels are not high. Many companies prefer to use low 
salaries and cash bonuses as a method of controlling costs, so that if sales 
or profits (whichever may be the controlling factor) are down, the cost 
of compensating management will be correspondingly reduced. 

A bonus may be paid pursuant to a written contract or announced plan 
(which may have the actual or practical effect of a contract), or may be 
determined periodically in the discretion of the board of directors, but in 
all cases before the services are rendered. In most instances where bonuses 
are paid on a group basis some form of plan is used, and at least the basic 
features of the plan are given to the group of executives who participate in 
it. Bonus plans for general management executives usually provide for the 
distribution of a percentage of net profits, and bonuses for sales executives 
are normally related to sales and/or net profits. The legality of such bonuses, 
for which there is a pre-existing obligation to pay or where some under- 
standing or past history exists, is clear so long as the resulting amount is not 
unreasonable within the doctrine of Rogers v. Hill.® 

Where profits or sales are used as determining factors in a bonus plan 
they may be the profits or sales of a particular company, of a division, or of 
a group of companies (i.e., on a consolidated basis). In any bonus plan it is 


8 In I.T. 3795, 1946-1 Cum. Butt. 15, 16, it is stated that “the amount of compen- 
sation realized by the employee . . . is deductible by the employer corporation.” See 
also National Bellas Hess, Inc., 20 T.C. 636 (1953); J. J. Hart, Inc., 9 T.C. 135 (1947); 
Package Machinery Co., 28 B.T.A. 980 (1933); I.T. 3204, 1938-2 Cum. Buti. 126; I.T. 
1197, I-1 Cum. BuLL. 269 (1922). 

TUS. Treas. Regs. § 1.61-2(d) (1957); IT. 3204, 1938-2 Cum. Buty. 126; Old 
Colony Trust Co. v. Commissioner, 59 F.2d 168 (1st Cir. 1932); John C. Wahl, 19 T.C. 
651 (1953). 

8 For an analysis of various executive profit-sharing plans, see NATIONAL INDUSTRIAL 
CONFERENCE Boarp, INc., STUDIES IN PERSONNEL Poticy No. 90, Prorir SHARING FOR 
Executives (1949); Incentive Bonuses for Executives, 18 MANAGEMENT REc. 81 (1956). 


9289 U.S. 582, 53 Sup. Ct. 731 (1933). The dissenting view of Judge Swan of the 
Circuit Court of Appeals on the first appeal of the case (60 F.2d 109 (2d Cir. 1932)) 
was adopted by the Supreme Court in its opinion. Judge Swan there set forth the basis 
for invalidating “unreasonable” bonuses: “If a bonus payment has no relation to the 
value of services for which it is given, it is in reality a gift in part, and the majority 
stockholders have no power to give away corporate property against the protest of 
the minority.” 60 F.2d at 113-14. 
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essential that the term “net profits” of the applicable division, company, or 
companies be defined. Most plans provide for the sharing of “operating” 
profits only. Federal and other taxes on income, capital gains, other non- 
recurring gains and losses, and certain intercompany charges, among other 
things, are normally excluded from the determination of “operating” profits. 
Some plans provide for the payment of bonuses only out of profits in excess 
of a stated amount or relate the amount of the total bonus to the total amount 
of dividends paid. A few companies also provide for the distribution of 
bonuses based on average profits for a given period. 

In most instances, due to the general belief that it is advisable to do so, 
some limitation is imposed on the total amount of individual or group 
bonuses. The total bonus may be limited to a fixed dollar amount, the 
aggregate or a percentage of the aggregate of the fixed salaries of the 
executives participating in the bonus, a fixed percentage of profits up to a 
certain figure, or graduated percentages of various amount of profits up to 
a certain figure. These limiting factors are designed to place a ceiling on the 
amount of bonus to be paid to an executive or to a group of executives. 

In adopting a bonus plan certain possible disadvantages should not be 
overlooked. A bonus plan may indirectly cause executives to create artificial 
profits or not to provide adequately for losses in determining profits under 
the plan. Where bonuses are reduced as a result of declining profits, some 
executives may become dissatisfied as a result of the reduction of their com- 
pensation. In many instances executives consider one year’s bonus as a floor 
for the succeeding year’s bonus. If bonuses are used as a method of sharing 
profits, a successful program will require a proper understanding of this 
fact by the executive or executives participating in the plan. 

Group bonuses are normally paid to certain designated executives or to 
all executives holding certain positions. The percentage of the total bonus 
to be paid to each executive may be provided in the plan by designating the 
applicable percentages payable to each individual, or the split can be de- 
termined by the directors or a committee. 

Bonuses may be distributed or paid in a number of different ways. Cash 
bonuses are usually paid shortly after the close of the taxable year when the 
profits and other necessary data required to determine the amount of dis- 
tribution have been determined. In some few instances, where profits are 
fairly stable, provisions are made for semi-annual or quarterly distributions 
based on estimated profits, and any adjustment is made in the final payment 
after the close of the year. 

If bonuses are currently distributable (i.e., shortly ine the close of 
the year), the accrual basis employer will be entitled to deduct the amount 
of bonus for the year during which the profits with respect to which 
the bonus is payable are earned. A cash basis employer will be entitled to 


10U.S. Treas. Reg. 118, § 39.23(a)-6 (1953); U.S. Treas. Regs. § 1.162-7 (1958). 
An accrual basis taxpayer will be required to authorize bonuses before the close of the 
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a deduction for bonuses in the year or years in which they are paid.!! The 
executive will report the amount of bonus as income in the year or years in 
which he receives it.!2 

In the event of a required repayment of a portion or all of an executive’s 
salary or bonus (i.e., due to errors in determining payments previously 
made), different tax consequences will result depending on the time when 
the amount is repaid. If the required repayment is made in the same year, 
the executive should be taxed only on the net amount received.!* Generally 
speaking, if the amount is received under a claim of right, it will be taxable 
in the year in which received, even though all or a part of the salary or 
bonus must be repaid in a subsequent year.'* If the amount is later required 
to be repaid, the executive should be entitled to a deduction or other adjust- 
ment for the year in which repayment is made.'® 


STOCK BONUSES 


In some instances bonus plans provide for the distribution of the stock 
of the employer.'® The use of stock bonuses conserves cash and gives 
management an equity interest in the corporation. It will, of course, have 
the effect of diluting the interests of the other stockholders. 


taxable year in order to be entitled to a deduction for this year. O.D. 504, 2 Cum. 
Butt. 111 (1920). The exact amount of the bonus need not be determined within the 
tax year if the method or formula for computing it is definitely established prior to the 
end of the year. Mobile Drug Co. v. United States, 39 F.2d 940 (S.D. Ala. 1930); Rev. 
Rul. 55-446, 1955-2 Cum. Bui. 531; Rev. Rul. 57-88, 5 CCH 1957 Sranp. Feo. Tax 
Rep. 4 6316. If bonuses are voted after the close of the tax year, they will be deductible 
to the accrual basis taxpayer in the year in which they are voted. Lucas v. Ox Fibre 
Brush Co., 281 U.S. 115, 50 Sup. Ct. 273 (1930). Advance payments for future years’ 
services may, however, create some question as to the employer’s deduction. See A.R.R. 
1300, II-1 Cum. Buty. 191 (1923); LT. 2041, III-1 Cum. Buty. 392 (1924). 

11 Fowler Bros. & Cox, Inc. v. Commissioner, 138 F.2d 774 (6th Cir. 1943). 

12 Int. Rev. Cope or 1954, § 61; U.S. Treas. Regs. § 1.61-2 (1957). 

13See Willis W. Clark, 11 T.C. 672 (1948), and cases cited therein; Albert W. 
Russel, 35 B.T.A. 602 (1937); Guy Fulton, 11 B.T.A. 641 (1928); IT. 2743, XII-2 Cum. 
Butt. 103 (1933). In the case of some purely voluntary repayments, the deductibility 
of the repayment may be questioned, Leicht v. Commissioner, 137 F.2d 433 (8th Cir. 
1943); and where the employees are also stockholders, the repayment may be held 
to be a capital contribution. Perlman v. Commissioner, 58-1 U.S.T.C. 4 9349 (2d Cir. 
Mar. 4, 1958). 

14 United States v. Lewis, 340 U.S. 590, 71 Sup. Ct. 522 (1951). 

15 Int. Rev. Cope or 1954, § 1341. The problems involved in interpreting section 
1341 and questions involved in the repayment of items received under a claim of right 
are discussed in Webster, The Claim of Right Doctrine: 1954 Version, 10 Tax L. Rev. 
381 (1955). The cases in this area are also discussed in Comments, 61 Harv. L. Rev. 
710 (1948); 96 U. Pa. L. Rev. 574 (1948). See also Schlaudt, Returnable Compensation 
Arrangements in Closely Held Corporations, N.Y.U. 81H Inst. on Fep. Tax. 724 (1949). 

16 Other forms of stock acquisition plans, such as stock options, are covered in 
Grossman and Herzel, Employee Stock Options, infra p. 45. 
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The impact of taxes has curtailed the use of stock bonuses since the 
employee must include the fair market value of the stock as ordinary income 
in the year in which it is issued.17 Where an executive receiving a stock 
bonus is in a high tax bracket, he may be required to use a part of his 
salary or other funds to pay the income taxes on the stock received, or 
he may be required to sell part of this stock in order to meet this liability. 
If he is required to sell his stock, this, of course, defeats one of the principal 
advantages of a stock bonus plan. Many companies which have used stock 
bonuses in the past have now reduced the portion of the total bonus which 
is payable in stock or have eliminated stock bonuses altogether as a result 
of these problems. Almost all stock bonus plans which are being adopted 
today provide for some cash distribution accompanying a stock bonus, so 
that the executive need not sell a portion of the stock or use other funds 
to pay taxes resulting from the receipt of the stock. 

The method of adopting a stock bonus plan and the method of distribut- 
ing stock bonuses are generally the same as in the case of cash bonuses, with 
the exception that stock or stock and cash are distributed in lieu of a bonus 
entirely in cash. The usual method of paying stock bonuses is to determine 
a total bonus in terms of a fixed number of dollars, in the same manner in 
which a cash bonus is determined, payable in stock of the company to an 
executive or group of executives on the basis of the fair market value of the 
stock on the date of distribution. The use of a specific dollar amount will 
usually eliminate any question as to whether the stock was issued for par, 
in the case of par value stock, or for a fair value as determined by the board 
of directors in the case of no par stock. 

Stock received as a bonus will constitute income to the executive to 
the extent of the fair market value of the stock on the date of its distribu- 
tion,!® and the use of the stock for this purpose normally will give the 
employer a deduction for the same amount.!® However, if the company 
has the right to pay cash in lieu of stock, it may be entitled to a deduction 
only in the amount of the cash bonus which it has the option to pay.?° If 
stock having no fair market value is distributed, the distribution will not 
result in any taxable income to the executive receiving the stock at the 
time of distribution and the employer will not be entitled to a deduction.?! 
In the event there are factors which place a definite limitation on the value 


17U.S. Treas. Regs. § 1.61-2(d) (4) (1957); cases cited note 7 supra. 

18 Tbid. 

19 See cases and rulings cited note 6 supra. U.S. Treas. Regs. § 1.1032-1(a) (1956), 
also provides that no gain or loss will be realized on the distribution of treasury stock 
as compensation. Some reservation with respect to deductions for stock distributions 
still exists in the minds of a few of the people in the Internal Revenue Service, how- 
ever, and it cannot be assumed that the Service would agree to a deduction of the 
amount claimed in every case. 

20 Liquid Carbonic Corp., 34 B.T.A. 1191 (1936). 

211In several cases where property received had no fair market value, no income 
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of the stock, such as the company’s right to repurchase the stock at a figure 
less than its fair market value on the date of distribution, the extent to which 
the executive has income and the extent to which the employer will be 
entitled to a deduction may be determined by these extraneous limitations on 
value.?? 

The tax consequences of using restrictions to minimize the value of 
stock distributed as a bonus should be carefully considered before “re- 
stricted” stock is used for this purpose. At the present time there is a great 
deal of uncertainty as to the proper tax treatment of stock issued subject 
to various types of restrictions.?3 Questions may also arise as to the amount 
of income, if any, which the executive will realize at the time the restric- 
tions are no longer operative, at which time the stock may have a far 
greater value,?4 and as to the employer’s deduction. In addition, if the re- 
strictions deprive the executive of many of the normal rights which go 
along with the ownership of stock and the stock is eventually repurchased 
by the employer, the executive may realize ordinary income from the re- 
demption rather than the expected capital gain.?® 

The question of pre-emptive rights and compliance with federal and 


resulted. See the following cases dealing with stock and stock options: Helvering v. 
Tex-Penn Oil Co., 300 U.S. 481, 57 Sup. Ct. 569 (1937); MacDonald v. Commissioner, 
230 F.2d 534 (7th Cir. 1956); Gould Securities Co. v. United States, 96 F.2d 780 (2d 
Cir. 1938); Schuh Trading Co. v. Commissioner 95 F.2d 404 (7th Cir. 1938); Propper v. 
Commissioner, 89 F.2d 617 (2d Cir. 1937); Harold H. Kuchman, 18 T.C. 154 (1952); 
Morris D. Kopple, 35 B.T.A. 1056 (1937). 

22Tn Helvering v. Salvage, 297 U.S. 106, 56 Sup. Cr. 375 (1935), the company had 
a right to repurchase the stock at par, which was less than its fair market value at the 
time it was distributed. The Court held that the par value represented the amount of 
income realized on receipt of the stock and, correspondingly, it would also probably 
determine the amount of the employer’s deduction. 

23 Tn Harold H. Kuchman, supra note 21, and Robert Lehman, 17 T.C. 652 (1951), 
taxpayers purchasing stock subject to certain restrictions were held to have realized no 
taxable income on the purchase of this stock at a bargain; however, these were not 
stock bonus cases and should not be relied upon in this area. To the extent that real 
restrictions are placed on bonus stock, the desired economic result may not be accomp- 
lished. 

24U.S. Treas. Proposed Regs. § 1.421-6, 21 Fep. Rec. 8774 (1956), provides that 
under certain conditions an employee will realize taxable income at the time the re- 
strictions expire. 

25In National Clothing Co., 23 T.C. 944 (1955), employees were given the right 
to buy certain stock from the company at book value and, upon termination of their 
employment, were required to resell the stock to the company at its then book value. 
In the year in which the stock was repurchased, the company claimed an ordinary 
deduction in the amount of the employees’ profit on the sale of the stock on the ground 
that it was a form of compensation. The employees reported the profit as a capital 
gain. The court sustained the company’s deduction and held that the employees’ profit 
was taxable as ordinary income, saying, “It seems reasonable to conclude from all of 
the terms of the contracts and from all other pertinent facts in the record that these 
transactions, although in form sales, were in substance not sales but rather a means of 
compensating these employees for the services which they were expected to render to 
the corporation so that it would prosper and the book value of its stock would increase, 
thus benefiting both employer and employee.” Jd. at 949. Had the company and the 











BUSINESS CONTINUITY: LEGAL PROBLEMS 





[ VoL. 1958 


state registration requirements must also be considered at the time a stock 
bonus plan is adopted or employment contracts calling for stock payments 
are entered into. Shareholders of Illinois corporations have common-law 
pre-emptive rights unless the articles of incorporation specifically otherwise 
provide.2® Therefore, this question should be considered before any such 
plan is adopted. The Securities & Exchange Commission has taken the posi- 
tion that registration of a stock bonus plan is not required under the 1933 
law since no “sale” is involved.27 Where the executives have the option to 
take cash in lieu of stock unless the transaction is otherwise exempt, regis- 
tration may be required.?* Illinois does not require registration of stock 
bonus plans.”® 


DEFERRED COMPENSATION 


Because of the increasing percentage which taxes take from the income 
of the successful executive, a great deal of attention is being directed to 
various deferred compensation plans which are designed to provide income 
at some future time when the impact of taxes will be greatly reduced.®° 

One of the principal methods used to provide deferred compensation 
for employees is the establishment of a qualified pension or profit-sharing 
plan which provides for the payment of benefits for certain employees 
starting at the time they retire.*! Pension plans require a definite contribu- 
tion each year; however, under a profit-sharing plan, the employer is not 
required to make a fixed contribution each year but is required to make a 
contribution based on the profits for the year. Correspondingly, under a 
pension plan, the employees’ benefits on retirement are generally fixed; 
under a profit-sharing plan, however, the employees’ benefits will depend 
on the contributions actually made each year by the employer. Under these 
plans, the contributions which the employer makes are deductible for federal 


employees not taken inconsistent positions, it is doubtful that the case would have 
arisen; however, in view of this case, it seems likely that other “stock” cases may be 
tried in order to determine what tests will be approved. It seems that if a company 
wants to restrict the employee’s normal rights as an owner of stock, e.g., his right to 
sell to anyone he may choose and his ability to vote, and insists on a right of repurchase 
following termination of employment, there will be a risk that the employee’s profit will 
be taxed as compensation rather than capital gain. 

26 Illinois Business Corporation Act § 24, Inu. Rev. Strat. c. 32, § 157.24 (1957). 

27 Opinion Ass’t Att’y Gen. Counsel, 1 CCH Fen. Sec. L. Serv. § 2231.21 (Aug. 12, 
1941). However, registration may be required under the 1934 law. 

28For a discussion of federal registration requirements in connection with stock 
plans, see Feldman & Rothschild, Executive Compensation and Federal Securities Legis- 
lation, 55 Mic. L. Rev. 1115 (1957). 

29 Tllinois Securities Law of 1953 § 3N, ILy. Rev. Strat. c. 121%, § 137.3(N) (1957). 

30 This subject is fully treated in Farwell, Deferred Compensation, infra p. 25, and 
is briefly discussed here only by way of introduction. For a discussion of the extent to 
which deferred compensation, pension, and similar plans may have reduced the mobility 
of executives, see SANDERS, Errects or TAXATION ON Executives 33 (1951). 
31 Int. Rev. Cope or 1954, § 401. 
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income tax purposes. Under both types of plans, the employee does not 
realize taxable income until he receives benefits under the plan after retire- 
ment. The benefits are then taxable as ordinary income unless the entire 
amount of an employee’s benefits under such a plan are paid out in one 
year as a result of the complete termination of employment, in which case 
they are taxed at capital gain rates. The principal advantage of qualified 
plans is that the employer receives a current deduction for its contribution, 
while the employee does not realize any taxable income until the benefits 
are available after his retirement. The income realized by investing the 
assets held under such a plan is normally not subject to federal income taxes. 

Considered as a device for compensating management, however, it 
should be noted that it would not be possible to obtain approval of such a 
plan from the Internal Revenue Service without making the plan broad 
enough to cover more than only key employees. Furthermore, under both 
pension and profit-sharing plans the amount of benefits which can be pro- 
vided for executives is limited. For these reasons, the use of these plans 
in most instances will not provide the complete answer to executive deferred- 
compensation problems. In the case of a pension plan, additional considera- 
tions are that the employer is committed to a fixed payment each year and 
in view of the fact that the employee’s benefits are usually fixed, the value 
of these benefits may be greatly reduced as a result of gradual inflation. 

The difficulty experienced by executives in saving for retirement and 
recognition of the use which can be made of a retired executive’s ability 
and knowledge have caused many companies to enter into contracts with 
certain of their key employees which provide for the rendering of con- 
sulting services after normal retirement. Under a contract of this type, the 
executive receives income in the period after retirement when his income 
is normally lower. Such income would be fully taxable as ordinary income 
when received, and the employer would not be entitled to a deduction for 
federal income tax purposes until payment was actually made under the 
contract.®? In order to justify the deferment of income under a contract of 
this type, provision must be made to secure the executive’s services after 
normal retirement, such as furnishing advisory and consulting services, and 
requiring that he refrain from accepting employment from a competing 
business, and/or providing for some future contingency. If these factors 
are not present, the Internal Revenue Service might contend that income 
is realized when the contract is entered into or during the years prior to 
normal retirement. 


PLANS INVOLVING STOCK PURCHASES 


Increased attention is also being given to plans which are designed to 
give executives the opportunity of realizing long-term capital gain income, 


821d. § 404(a) (5); U.S. Treas. Regs. § 1.404(a)-12 (1956). 
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taxable at the maximum rate of twenty-five per cent, through the purchase 
or acquisition of stock of his employer or an affiliated company. 

The principal plan being used today to obtain this result involves the 
use of “restricted stock options.” ** Under these plans executives may be 
granted options to purchase stock of the employer at a favorable price 
without realizing any taxable income at the time the option is exercised; 
if the stock appreciates in value and is sold, under proper circumstances all 
or a portion of the gain realized will be long-term capital gain. The use 
of these options gives the executive an opportunity to realize capital gain 
income, as well as an equity in the business of the employer without requir- 
ing any investment until he exercises his option. The use of stock options, 
of course, dilutes the equity of the other stockholders, and the executive will 
realize a financial benefit only if the value of the stock increases. In addition, 
the employer never receives a tax deduction in connection with the issuance 
or exercise of these options.> The use of restricted stock options in closely 
held companies is limited since the option price must be related to the 
“market value” of the stock, which in the case of closely held companies 
is usually very difficult to determine. 

Other devices currently being used are the sale of stock to executives, 
with restrictions designed to give the stock no ascertainable fair market 
value, the sale of special classes of stock which can be converted at a later 
date to ordinary common stock under certain conditions, the use of leverage 
stock,%* the sale of stock in affiliated enterprises, the use of deferred compen- 
sation plans based on dividends paid,** and the use of buy-sell agreements 


33 This subject is treated in Grossman and Herzel, Employee Stock Options, infra 
p. 45, and is discussed here only by way of introduction. 

34 Int. Rev. Cope or 1954, § 421. 

85 With the exception of executives in top income brackets, it may actually cost 
the company less to increase an executive’s compensation than to provide him with 
capital gain income through restricted stock options. For example, if a married executive’s 
taxable income (after deductions and exemptions) is $52,000, an amount of $2,631.58 of 
additional salary or bonus (taxable to him in the 62% bracket) will net him $1,000 after 
taxes. If this payment is deductible by the employer, its cost (at the 52% tax level) 
will be $1,263.16. By contrast, it will cost the corporation $1,333.33 to give the same 
employee after-tax income of $1,000 if he receives it in the form of capital gains in- 
come, which does not provide a deduction for the employer. The amount of $1,333.33 
represents the increase in value which would be required to give the employee $1,000 of 
income on the sale after capital gains taxes. This is the “cost” to the company because 
it is the additional amount which it would have received if it had not sold the stock 
to the executive but had rather sold it at the price at which the executive sold. There 
are, of course, other factors (in addition to the effect on the other shareholders) which 
must be taken into consideration in making such a comparison. The salary payment 
requires a cash outlay, and does not give the executive an equity interest in the company, 
nor does it give him the play for an even greater gain (than that used in the preceding 
example) with a minimum investment. 

36 Common stock having a low value with the major portion of the value repre- 
sented by preferred stock, thus giving “leverage” to the common stock. 

87 Allocation of a hypothetical number of shares of stock to executives with an 
amount equal to dividends paid accumulating for payment on retirement. 








SPRING] MANAGEMENT COMPENSATION 11 


to provide a market for management’s stock where no established market 
exists. 


FRINGE BENEFITS 


When an executive speaks of so-called “fringe benefits,” he is usually 
referring to benefits which he enjoys as a result of being at a particular 
management level of his company, the enjoyment of which does not con- 
stitute taxable income to him. Executive fringe benefits (as contrasted 
with those available to all employees) may include the use of company 
automobiles and planes, wage continuation plans, the purchase of club 
memberships and the payment of club dues and expenses, interest-free loans 
or loans at a nominal rate of interest, group life or other insurance programs, 
payments to an executive’s widow on the death of the executive, the 
maintenance of executive dining facilities, the reimbursement of losses 
incurred on the sale of a house and the payment of moving expenses at the 
time of a company move, and the payment or reimbursement of traveling, 
entertainment and other expenses.** 

As the general level of tax rates has risen, the use of so-called fringe 
benefits has also risen.*® This increase is probably due at least in part to 
the fact that the recipients of fringe benefits have not been required to pay 
tax on the enjoyment of these management perquisites. The Internal 
Revenue Service has shown increased interest in such benefits to determine 
whether they are being used to pay additional tax-free compensation to 
certain employees. The Service has apparently discovered a fair number 
of abuses, and as a result Internal Revenue agents are now directed to 
examine closely expenses in the fringe benefit area. If all or a portion of 
amounts paid for expenses of this type fail to pass muster, they will be 
taxed to executives as additional compensation or dividends, and they may 
be disallowed to the employer as expenses and treated as dividends or 
compensation paid in excess of a “reasonable” amount.” 

The furnishing of fringe benefits to executives will give rise to a de- 
duction for an employer if the expenses constitute “ordinary and necessary” 


38Space will permit only a review of current developments regarding executive 
fringe benefits and a brief discussion of recent cases indicating the trend of the de- 
cisions in this area. For further discussion, see Landman, The Tavxability of Fringe 
Benefits, 33 Taxes 173 (1955); Jacobs, Glamorous Fringe Benefits, 36 B.U.L. Rev. 151 
(1956). 

39 A recent study of executive compensation plans, which is referred to in the 
January 17, 1958 issue of U.S. News and World Report, indicates that 72% of the larger 
companies and 78% of the smaller companies studied had adopted some sort of ex- 
pense allowance program for executives; 47% of the larger companies and 33% of the 
smaller concerns included the use of company cars; and 47% of the larger companies 
and 39% of the smaller companies included social club memberships for executives. 
Other studies would indicate that these percentages are somewhat low. 

4° This problem is generally restricted to closely held companies. 





XUM 














12. BUSINESS CONTINUITY: LEGAL PROBLEMS [ VoL. 1958 


business expenses to the employer.*! Even if the expenses are the purely 
personal expenses of the executive and in this sense not ordinary and neces- 
sary business expenses of the employer, they should be deductible as com- 
pensation,** unless the executive’s compensation is in excess of a reasonable 
amount. If the compensation is excessive, it will still be taxable to the 
executive either as salary or as a dividend.* 

The question of whether the receipt of an economic benefit will result 
in income to an employee has been approached in a number of different 
ways. Probably the most widely used test has been the so-called “con- 
venience-of-the-employer” test,** but in recent years, this test has not neces- 
sarily been determinative.*® Generally speaking, to the extent that expenses 
in the fringe benefit area are valid corporate expenses, they should not be 
taxable to an executive even though he actually enjoys some real economic 
benefit. Certainly, no one would contend that a vice-president of a company 
realizes taxable income because his job is made easier and more pleasant as 
a result of the fact that he has a larger office than the other vice-presidents 


41 Int. Rev. Cope or 1954, § 162. 

42In Rodgers Dairy Co., 14 T.C. 66 (1950), the Tax Court pointed out that while 
the portion of an employee’s use of an automobile which was personal might result in 
taxable income to him, it would nevertheless be deductible by the employer as compen- 
sation. In W. Horace Williams Co. v. Lambert, 56-2 U.S.T.C. 4 9839 (E.D. La. July 
11, 1956), the court disallowed a lump sum expense allowance as such but allowed this 
amount as additional compensation. See also Estate of M. K. Karsten, 13 CCH Tax Ct. 
Mem. 1042 (1954), where a company paid the personal medical expense of its president 
and these amounts were allowed as additional compensation. In this connection it should 
be noted that Mim. 6472, 1950-1 Cum. BuLL. 15, requires withholding on compensation 
of this type. 

*8In Hearings Before Subcommittee of the House Ways and Means Committee, 
83d Cong., pt. E, at 12 (1954), T. Coleman Andrews, who was then Commissioner of 
Internal Revenue, stated that, “Generally speaking in these 1-man, 2-men, and 3-men 
corporations, or 1-family, 2-family, and 3-family corporations, the people who are draw- 
ing salaries as officers are usually getting about as much as in reason they should be 
paid for the services rendered; wherefore you can say generally that anything in addi- 
tion that is taken out is in the nature of distribution of earnings, as dividends, and 
therefore . . . [is] not deductible to the corporation and taxable to the individual.” 
During the course of his testimony on this and the following day, Commissioner 
Andrews discussed eight specific cases in which various personal expenses of executives 
had been disallowed to corporations and taxed to the shareholder-executives. 

44For example, U.S. Treas. Reg. 111, § 29-22(a)-3 (1943), provided that meals and 
living quarters furnished for the convenience of the employer would not be taxable to 
the employee. This rule has now been tightened under section 119 of the 1954 Code. 
Rev. Rul. 54-429, 1954-2 Cum. Butt. 53, provides that moving expenses of an employee 
will not constitute income to the employee under appropriate circumstances where 
they are paid primarily for the benefit of the employer. The proposed regulations on 
reimbursed expenses, set forth in IR-216, 23 Fep. Rec. 1698 (1958), state that under 
certain circumstances, no reporting will be required for expenses incurred by an em- 
ployee “solely for the benefit of the employer.” 

45In Mim. 6472, 1950-1 Cum. But. 15, the Commissioner held that “the ‘con- 
venience of the employer rule’ is . . . to be applied only in cases in which the compen- 
satory character of such benefits is not otherwise determinable.” 
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in his company or because he has two secretaries or more assistants than 
the other vice-presidents. Nor would any one contend that the use of a 
company plane, which is used exclusively for the purpose of transporting 
company executives to and from various business meetings, thus saving con- 
siderable executive time and energy, results in taxable compensation to the 
executives because the trip was more pleasant and less tiresome than other 
forms of transportation and permitted the executive to spend more time at 
home with his family. 

It is impossible to give any rule-of-thumb to be used in determining 
when a so-called fringe benefit will result in the receipt of income by an 
executive. The answer in any given case will depend on the facts and 
circumstances of the particular case. The current approach of the Internal 
Revenue Service might be described as an attempt to tax employees on the 
reasonably measurable value “ of the use of goods and/or services furnished 
by the employer, not normally a necessary incident to employment and, if 
not so furnished, usually paid for or purchased by the executive as a part 
of his normal living expenses. These are probably best described as the 
purely “personal expenses” of the executive. How far beyond this the 
Service may go is difficult to say at this point. 

The Internal Revenue Service’s most recent attempt to uncover abuses 
in this area resulted in the inclusion of line 6(a) on page 1 of Form 1040 
and the issuance of section 19.1 of the proposed regulations under the 1954 
Code relating to the reporting of reimbursed expenses in IR-216.47 Under 
the proposed regulations, taxpayers will be required to report the amount of 
reimbursed expenses on their return where they do not account to their 
employer or where expenses for which they are reimbursed are not ordinary 
and necessary expenses. Where employees are reimbursed for expenses 
which are ordinary and necessary expenses and for which they account, only 
a “statement” to this effect will be required. These reporting requirements 
are designed to bring to the attention of revenue agents instances in which 
employees are being reimbursed for personal expenses and/or instances in 
which employees are being reimbursed for expenses which they are not 
actually incurring at all.4® Compliance with these or similar reporting 
requirements will in all probability be required for the year 1958.* 


46 Even assuming that an executive is to be taxed as a result of the enjoyment of 
fringe benefits, the question of what value should be assigned to the enjoyment of these 
benefits will create many difficult problems. 

4723 Fep. Rec. 1698 (1958). 

48In W. Horace Williams Co. v. Lambert, 56-2 U.S.T.C. 4 9839 (E.D. La. July 11, 
1956), the court taxed the principal executive of a company on a flat expense allowance 
of $6,000 which he received from the company. 

49In a news release issued shortly after it was announced that line 6(a) did not 
have to be used on 1957 returns, the Commissioner stated that “for the year 1958, all 
individual taxpayers who incur expenses in connection with their employment should 
keep adequate records of their expenditures and reimbursements so that for 1958 and 
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The requirements relating to the reporting of reimbursed expenses 
are actually not new. The regulations issued under the 1939 Internal Revenue 
Code °° and the instructions for the preparation of Form 10405! required 
the inclusion of reimbursed expenses as gross income. These requirements 
do not therefore represent a basic departure from the established position 
of the Internal Revenue Service as to how items of reimbursed expenses 
should be handled on Form 1040; however, the reporting requirements, as 
indicated above, are less stringent.” 


later years they will be in a position to supply expense account information from their 
own personal records.” 5 CCH 1957 Sranp. Fep. Tax Rep. 4 6962. In an interview re- 
ported in the November 22, 1957, issue of U.S. News and World Report, Commissioner 
Harrington also indicated that taxpayers should be prepared with more substantiation for 
1958 and succeeding years, and that the Internal Revenue Service will require tax- 
payers to show hotel bills, railroad tickets, or any other vouchers if called upon. Even 
though U.S. Treas. Proposed Regs. § 19.1-4, 23 Fep. Rec. 1698 (1958), states that tax- 
payers “ordinarily will not be called upon to substantiate expenses,” in the event it 
becomes necessary to do so, substantiation of the type indicated will probably be re- 
quired. 

50U.S. Treas. Reg. 118, § 39.23(a)-2 (1953), provided in part as follows: 

“(c) If an individual . . . is also paid his actual traveling expenses, he shall include 
in gross income the amount so repaid. ... 

“(d) If an individual receives . . . an allowance for meals and lodging, . . . the 

amount of the allowance should be included in gross income. . . .” 
The same provisions are contained in § 1.162-2 (1958) of the regulations under the 1954 
Code. While these regulations clearly call for the inclusion of these items in gross in- 
come in the case of legitimate and proper reimbursed expenses which are accounted 
for, a serious argument could be made that these do not constitute gross income and 
as to these items no information or statements of any type need be included on an 
employee’s return. 

51 The instructions for Form 1040 for 1956 provided for the following treatment of 
reimbursed expenses: 

“If your employer pays you an ‘expense account’ or otherwise reimburses you for 
money spent for him in connection with your employment (other than ‘travel and 
transportation’), you should add these payments to your wages. .. .” 

52 Reimbursed expenses also present problems for employers. Under § 6041(a) of 
the 1954 Code, information returns (Form 1099) must be filed by all persons engaged 
in a trade or business who make payments to another person of “rent, salaries, wages, 
premiums, annuities, compensations, remunerations, emoluments, or other fixed or deter- 
minable gains, profits, and income.” As noted above, however, there would seem to be 
a serious question as to the applicability of this requirement to legitimate reimbursed 
expenses. Substantially the same provision was contained in § 147 of the 1939 Code, 
and U.S. Treas. Reg. 118, § 39.147-2 (1953), issued pursuant thereto, provided in part as 
follows: 

“{C]ompensation not subject to withholding, for instance, advances or reimburse- 
ments for traveling or other expenses, . . . must be reported on Form 1099.” 

In Mim. 5947, 1945 Cum. BULL. 235, it was stated that: 

“The advances or reimbursements for expenses contemplated . . . are those which 
are made by the employer without requiring an accounting by the employee to the 
employer that the expenses are ordinary and necessary expenses incurred in the business 
of the employer. The Bureau will consider that the employer has complied with the 
provisions . . . if the advances or reimbursements for expenses to be reported on Form 
1099 are confined to those with respect to which the employer does not require the 
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In view of the furor created by the introduction of line 6(a) on Form 
1040, legislative relief has already been suggested by several members of 
Congress. Regardless of the outcome of this legislation or the form which 
the final regulations take, revenue agents will in all probability raise many 
more questions in connection with the substantiation of reimbursed ex- 
penses than they have in prior years.** It is therefore desirable for employees 
to have available (either in their own or in company files) as much detail 
as possible in the way of vouchers, hotel bills, airline tickets, etc., in order 
to substantiate the amount of any deductions for which they may be re- 
imbursed by their employer. There are, of course, many items for which 
documentary evidence cannot be obtained and this will be recognized by the 
Internal Revenue Service; °* however, a minimum amount of reliance upon 
estimated expenses is unquestionably the best course of action to follow. 

The principal types of reimbursed expenses in which the Internal 
Revenue Service is currently interested are indicated by the following 
statement made in Internal Revenue Circular No. 57-85: °° 


“For some time our field agents have been alerted to abuses by in- 
come taxpayers in claiming deductions f-- travel and entertainment 


employee to submit expense accounts showing that the advances or reimbursements are 
ordinary and necessary expenses in the employer’s business.” In Rev. Rul. 134, 1953-2 
Cum. Butt. 199, it was held that the report which an airline pilot files at the end of a 
flight identifying, among other things, the trip and the number of hours away, by 
which per diem travel allowances are computed, does not constitute an adequate account- 
ing; and in such instances the amount of any reimbursement which is not subject to 
withholding must be reported on Form 1099. It is also interesting to note that the in- 
structions for Form 1099 define “compensation” as including “traveling or other expense 
allowances for which the employee is not required to submit an itemized account show- 
ing that such allowances were ordinary and necessary expenses in the employer’s busi- 
ness.” 

The Internal Revenue Service will undoubtedly continue to take the position that 
Form 1099 will be required for amounts paid to employees who are not required to 
account for their expenses, and the Service will probably be more apt to enforce this 
requirement in the future in order to bring these questions to the attention of revenue 
agents. The Service’s present position, as outlined in Mim. 5947, supra, is consistent 
with the provisions of U.S. Treas. Proposed Regs. § 19.1-1, 23 Fep. Rec. 1698 (1958). 

53 Under U.S. Treas. Proposed Regs. § 19.1, 23 Fep. Rec. 1698 (1958), even though 
all reimbursed expenses are in fact ordinary and necessary expenses of the employer and 
are accounted for, a statement to this effect will be required on the employee’s tax 
return. The presence of this statement may in some instances cause a revenue agent 
to get into this area. If every corporate executive who has such expenses includes this 
statement on his return, however, the absence of such a statement will probably be 
more likely to cause an inquiry than will the presence of it. 

54See the statements of the Commissioner of Internal Revenue at note 45 supra. 
U.S. Treas. Proposed Regs. § 19.1-4, 23 Fep. Rec. 1698 (1958), in part covers the ques- 
tion of substantiation of expenses. 

55 § CCH 1957 Sranp. Fep. Tax Rep. § 6585. The question of the deductibility of 
non-reimbursed expenses is not discussed here. Cases in this area will, however, serve 
as a guide in determining the extent to which similar reimbursed items may constitute 
a proper business expense. For a discussion of this problem, see Osmond, The 
Corporate Executive and the Business Expense Deduction, 33 Taxes 68 (1955); Rev. Rul. 
57-502, 5 CCH 1957 Sranp. Fep. Tax REp. 4 6873. 
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which could not yet be justified as ordinary and necessary business 
expense. We have been taking a close look at expense deductions 
claimed involving such items as club dues, entertainment, travel, main- 
tenance of automobiles, yachts and airplanes, maintenance of company- 
supported residences, and so forth.” 


Travel expenses were one item singled out in this circular for careful 
investigation.5® The courts have always recognized the deductibility of 
amounts paid for legitimate business traveling of executive employees,5* 
and the payment or reimbursement of these expenses will not constitute 
taxable income to the executive. When business travel is combined with 
a personal vacation, it may be difficult to draw the line between business 
and personal expenses, and that portion of the travel expenses attributable 
to personal pleasure may be taxed to the executive and/or disallowed to 
the employer.®® When an executive’s wife travels with him, the Internal 
Revenue Service is very likely to raise a question as to whether the cost of 
the wife’s travel is a legitimate business expense. It can frequently be con- 
vincingly demonstrated that a wife’s presence is a real necessity on a busi- 
ness trip and the courts ®® and the Commissioner ® recognize this. How- 
ever, when it cannot be shown that the wife’s presence is necessary, the 
Commissioner may contend and the courts may take the view ®! that the 


56IR Circ. No. 57-85, 5 CCH 1957 Sranp. Fev. Tax Rep. § 6585, contained the 
following statements on travel expenses: 

“One area which requires close attention involves the use of alleged branch 
offices established in resort cities for the sole purpose of sending business executives 
to such cities for vacations. Other instances involve deductions for the expenses of 
purported business trips by executives vacationing at resort hotels, expenses of hunting 
trips, expenses of attendance at sporting events in distant cities, and for other non- 
business purposes, under the guise of necessary business trips.” 

57 For example, see Estate of Esther M. Stein, 25 T.C. 940 (1956); Pacific Grape 
Products Co., 17 T.C. 1097 (1952); R. O. H. Hill, Inc., 9 T.C. 153 (1947), in which 
deductions for traveling expenses were held to be proper business deductions. 

58 A recent statement of Internal Revenue Service policy on the question of busi- 
ness-vacation travel expenses is contained in Rev. Rul. 56-168, 1956-1 Cum. Butt. 93. 
In Rev. Rul. 57-130, 5 CCH 1957 Sranp. Feo. Tax Rep. § 6375, the Commissioner took 
the position that payments made for reconditioning and health restoring services at a 
resort hotel constitute additional compensation. 

59 For a list of cases in which wives’ travel expenses have been allowed, see Osmond, 
The Corporate Executive and the Business Expense Deduction, 33 Taxes 68 (1955). 

69 Rev. Rul. 55-57, 1955-1 Cum. BuLv. 315, 317, states that “amounts expended by 
a taxpayer for the purpose of having his wife accompany him on a business trip or to a 
business convention represent nondeductible personal expenses . . . unless it can be 
adequately shown that the wife’s presence on the trip has a bona fide business purpose.” 
This ruling also states that this requires a showing that “her presence . . . is not merely 
for her pleasure or vacation, but is directly attributable to the husband’s business and 
necessary to the conduct thereof.” 

61In L. L. Moorman, 26 T.C. 666 (1956), the court held that expenses of this 
type were not deductible because “the evidence does not establish that her services 
were necessary, although they may have been helpful.” In Estate of Earl W. Hamlin, 
9 CCH Tax Ct. Mem. 477 (1950), aff'd per curiam, 188 F.2d 364 (6th Cir. 1951), deduc- 
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payment of the wife’s expenses by the employer constitutes additional 
compensation or dividends to the executive. The same rule is applicable 
to the expenses of the other members of the executive’s family. 

Social club memberships and entertainment expenses are apparently 
also somewhat suspect these days. Memberships in country or social clubs 
are purchased for executives and dues and other club expenses are paid so 
the executive will be able properly to entertain customers or clients. Other 
entertainment expenses are paid for similar reasons. The Internal Revenue 
Service tends, however, to question expenses of this type,®? particularly 
where the members of the executive’s family also make extensive use of the 
facilities of the club.® In these instances the Service will take a close look 
to determine whether any purely personal use is being made of these fa- 
cilities. The same question may arise if a company gives the use of an auto- 
mobile or plane to an executive and pays all the operating expenses; if the 
executive is found to be using the car or plane for his personal use, he may 
be required to include an amount representing the value of this personal 
use as gross income.** When the executive is also a stockholder, these 


tions for a portion of trips to resorts by an executive and his wife were disallowed. 
Similar results were obtained in J. Gordan Gaines, Inc., 10 CCH Tax Ct. Mem. 284 
(1951). See also Albert L. Sanderson, 16 CCH Tax Ct. Mem. 105 (1957); Abraham 
Sultan, 22 B.T.A. 889 (1931); Thomas W. Briggs, 15 CCH Tax Ct. Mem. 440 (1956), in 
which allocation of expenses was required. Most of the decided cases on this question 
in which expenses have been disallowed involve rather extreme situations and are not 
really indicative of how courts will treat normal situations in this area. 

62 The following statement was made by T. Coleman Andrews at the time he was 
the Commissioner of Internal Revenue: 

“Personally I happen to have a very strong feeling that it ought to be a very rare 
situation indeed in which country-club dues should be permitted to be deducted. I have 
been a member of country clubs for some 30 years, and the instances in which I have 
seen country clubs used for effective business-promotion purposes have been so rare 
that in my opinion it is a fallacy to state that country-club dues are a business ex- 
pense; and, if I had the power to do so, I would say no dues to country clubs would 
be deductible.” Hearings Before Subcommittee of the House Ways and Means Com- 
mittee, 83d Cong., pt. E, at 24 (1954). The Commissioner’s view here is obviously 
extreme and certainly not shared by very many people in the Service. 

63 In R. G. Bock, 9 CCH Tax Ct. Mem. 709 (1950), the Commissioner disallowed a 

portion of country club dues since “the deductions claimed for association and club 
dues included dues and bills paid in substantial amounts to a country club used largely 
for pleasure by Cecile.” 
In Herbert Davis, 26 T.C. 49 (1956), the court allowed only one-half of amounts spent 
for country club dues as a deduction even though the evidence presented to the court 
established the fact that “neither petitioner nor any member of his family used either 
the golf course or the swimming pool of either of the country clubs.” 

64In Rodgers Dairy Co., 14 T.C. 66 (1950), and Sam Rosania, Sr., 15 CCH Tax 
Ct. Mem. 580 (1956), employees were required to include a portion of the value of 
company-furnished automobiles in their personal income where the cars were used 
partly for personal use. In Fred W. Leadbetter, 39 B.T.A. 629 (1939), and Joseph 
Morgenstern, 14 CCH Tax Ct. Mem. 282 (1955), the personal use of autos did not result 
in income to the executives using them; however, no contention that this should re- 
sult in income to the executives was made by the Commissioner in these cases. 
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expenses may be disallowed to the employer but still taxed to the executive 
as income.*® 


Moving Expenses 


Many companies pay the cost of moving an executive and his family 
from one location to another, and in some instances the moving expenses of 
a prospective employee may be paid in order to induce him to change jobs. 
The Commissioner has ruled that the payment of moving expenses to induce 
an executive to come to work for a company will constitute taxable income." 
No taxable income will be realized, however, where the executive con- 
tinues in the employment of the same company and is moved from one 
permanent place of employment to another at the employer’s request.®* 
In any event, expenses of this type would constitute ordinary and necessary 
expenses to the employer. Reimbursement of the loss realized by an execu- 
tive on the sale of his home has also been held not to constitute taxable 
income to the executive.** In situations involving payments in excess of the 
actual moving expenses, or where a new job is taken with a move in view 
and the move is made shortly thereafter, the Commissioner may take the 
position that additional compensation is realized by the executive.® 


Payments to an Executive’s Widow or Beneficiaries 


The 1954 Code provides that under appropriate circumstances, payments 
by an employer or employers up to the amount of $5,000 as a result of the 
death of an employee will not constitute taxable income.” In the case of 


6 In Thomas W. Briggs, supra note 61, one-half of the cost of operating a yacht 
was taxed as dividends to the stockholder-executive making personal use of the yacht. 

66 Rev. Rul. 55-140, 1955-1 Cum. Buty. 317. In the recent cases of Mills v. United 
States, 57-2 U.S.T.C. § 9766 (D.N.M. June 20, 1957), and Woodall v. United States, 57-2 
U.S.T.C. 4 9767 (D.N.M. June 20, 1957), the court held that an employee did not realize 
taxable income as a result of being reimbursed for moving expenses in connection with 
a new job. These cases are directly contrary to Rev. Rul. 55-140 supra. The Woodall 
case, however, was reversed by the Court of Appeals for the 10th Circuit on May 5, 1958. 
See also H. Willis Nichols, Jr., 13 T.C. 916 (1949); Grover Tyler, 13 T.C. 186 (1949); 
Lawrence Perry, 9 CCH Tax Ct. Mem. 602 (1950), as to the deductibility of expenses 
in this area as far as the employee is concerned. 

§7 Rev. Rul. 54-429, 1954-2 Cum. Butt. 53. For a recent report on current practices 
in this area, see NATIONAL INDUSTRIAL CONFERENCE Boarp, INc., STUDIES IN PERSONNEL 
Poticy No. 154, Company PAYMENT oF EMpLoyeeEs’ Movine Expenses (1956). 

68 Otto Sorg Schairer, 9 T.C. 549 (1947). A contrary result was reached in Jesse 
S. Rinehart, 18 T.C. 672 (1952), in which an employee was moved and his employer 
agreed to pay a portion of the cost of a new house. In this case it was held that the 
payment constituted income to the employee. In LeGrand v. United States, 105 F. Supp. 
177 (N.D. Ohio 1952), an employee was taxed on a cash payment made to enable him 
to purchase a residence where rental housing was not available. 

69 See Rev. Rul. 54-429, 1954-2 Cum. Butt. 53. 

7 Int. Rev. Cope or 1954, § 101(b). The exclusion is available whether or not the 
payments are made pursuant to a contract; however, it is not available for joint and 
survivor annuities nor for amounts to which the executive had a nonforfeitable right 
while living. Under § 101(b)(2)(B), lump sum distributions from qualified plans may 
also qualify for this $5,000 exclusion. 
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contractual salary continuation payments up to or in excess of this amount 
after the death of the executive, there should be no question as to the 
deductibility of the payments to the employer. Voluntary payments, how- 
ever, present a different situation, and the Commissioner has ruled that 
salary continuation payments after death will be deductible on a cash basis,”! 
and only to the extent that the total amount paid is not in excess of the 
equivalent of two years’ salary for the executive. 

On several occasions the courts have recently held that payments to 
executives’ widows over a reasonable period and in excess of the prescribed 
amount of $5,000 were gifts and therefore not taxable to the widow of the 
deceased executive.72 This is consistent with the early treatment afforded 
payments of this type ** and was formerly the Commissioner’s position.” 


Insurance 


Young executives with moderate earnings usually have difficulty in pro- 
viding adequate insurance protection for their families. In many cases 
permanent types of insurance must be ruled out due to the cost involved, 
and term insurance is usually the only type which will provide adequate 
protection at minimum cost. An alternative to the use of term insurance 
is to purchase permanent insurance under a plan whereby the employer 
finances a portion of the cost of the premiums. Split-dollar insurance is 
one such plan. A policy is taken out on the life of the executive; he 
designates the beneficiary. The employer pays the premiums in an amount 
equal to the increase in the cash surrender value of the policy and the em- 
ployee pays the balance of the premiums. Dividends are used to reduce the 
amount of the premium payment. On the death of the employee, the em- 
ployer is entitled to receive the cash surrender value of the policy and the 
employee’s beneficiaries are entitled to receive the balance of the proceeds 
of the policy. An illustration of how this would apply in the case of $10,000 
of insurance coverage purchased at age forty is given below.”* The principal 


71 Rev. Rul. 54-625, 1954-2 Cum. Buti. 85; Rev. Rul. 55-212, 1955-1 Cum. Butt. 299. 

72 A leading case on this point is Estate of Arthur W. Hellstrom, 24 T.C. 916 (1955). 
For a summary of the cases on this question, see Groh, Voluntary Payments to an 
Employee’s Widow, 36 Taxes 333 (1958). 

31.T. 3329, 1939-2 Cum. Bui. 153; Alice M. Macfarlane, 19 T.C. 9 (1952); 
Louise K. Aprill, 13 T.C. 707 (1949). 

™41.T. 4027, 1950-2, Cum. BuLL. 9. 


o Total Death 
Employer Cumulative orSurrender Employee Cumulative Death 
Year Pays Payments Benefit Pays Payments Benefits 
1 $ 46.00 $ 46.00 $ 46.00 $232.90 $232.90 $9,954.00 
2 235.70 281.70 281.70 43.20 276.10 9,768.30 
9 273.80 2,082.40 2,082.40 5.10 427.70 8,447.60 
10 278.90 2,361.30 2,365.40 No further payments 8,254.60 
15 278.90 3,756.80 3,787.00 7,383.00 
20 278.90 5,151.30 5,338.90 6,501.10 
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advantage of this plan is that it provides the employee with low cost in- 
surance coverage. The employer’s investment in the contract can usually 
be borrowed from the insurance company and therefore the cost to the 
employer is an amount equivalent to the interest on the accumulated 
premiums which it has paid. The use of a split-dollar plan has the dis- 
advantage that the death benefits payable to the employee’s beneficiaries 
are constantly being reduced, and it does not provide the employee with 
the savings feature which is involved in other permanent types of insurance. 

The Commissioner recently issued a ruling covering a split-dollar plan 
holding that the portion of the premium paid by the employer does not 
constitute taxable income to the employee and that there is no taxable income 
realized by either the employee or the employer upon the receipt of the 
proceeds of the policy as a result of the death of the employee.”* There is 
some indication that this ruling is currently being reconsidered, however, 
and in adopting a split-dollar program it must be kept in mind that the 
Commissioner could change his position, in which event the tax consequences 
of such a plan might change radically. 

Before adopting a split-dollar program for executives, consideration 
should also be given to the question of whether it might not be more de- 
sirable to work out an arrangement which would allow executives to pur- 
chase their own insurance by providing increases in compensation or by 
having the company pay the premiums on insurance owned entirely by the 
executive. This would probably cost the executive less in the early years 
of the policy than the split-dollar plan and more in later years when his in- 
come is higher. 

The use of insurance as a method of compensating executives should, 
of course, be carefully studied and the tax consequences examined by any 
company considering such a program. Premiums paid for life insurance pur- 
chased on the life of an officer or employee are not deductible where the 
company paying the premium is directly or indirectly a beneficiary under 
the policy.’7 If the officer or employee has the right to designate the bene- 
ficiary or if the proceeds are payable to his wife, to his estate, or to his 
dependents, the payment of premiums will be a deductible expense to the 
employer and will be taxable as ordinary income to the officer or employee.”® 
Premiums paid by the employer for the non-forfeitable and permanent 
portions of group life insurance will also constitute taxable income to the 
employee.’ Premiums paid for non-permanent group life, group health, 


76 Rey. Rul. 55-713, 1955-2 Cum. Butt. 23. For a discussion of split-dollar programs, 
see Becker and Sloan, Split Dollar and Bank Finance Insurance Plans, 35 Taxes 842 
(1957). 

77 Int. Rev. Cope or 1954, § 264. 

78 Jd. § 61; U.S. Treas. Regs. § 1.61-2(d)(2) (1957); G.C.M. 16069, XV-1 Cum. 
Butt. 84 (1936); C. Francis Weeks, 16 T.C. 248 (1951); Nelson H. Sturgis, Jr., 10 CCH 
Tax Cr. Mem. 136 (1951). 

79 Mim. 6477, 1950-1 Cum. Butt. 16. If the employee pays this portion of the 
premiums, the tax result to him should be the same as for non-permanent group life. 
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and group hospitalization insurance will constitute an allowable deduction 
and will not result in taxable income to the insured employee.® In any 
event, if the proceeds are paid by reason of the death of the insured em- 
ployee, they will not be subject to income tax.®! At the present time the 
maximum amount of group life insurance which may be written on an 
individual in Illinois is the lesser of $40,000 or 150°% of an individual’s annual 
compensation.®? 
Wage Continuation Plans 


Under the 1954 Internal Revenue Code an amount not to exceed $100 a 
week, paid under a wage continuation plan as a result of the executive’s 
absence on account of illness, is excluded from the gross income of the 
executive.8? The plan need not be formalized and need only be communi- 
cated to the executives participating in it. There is no requirement that the 
plan must include a group broader than the executives of the company or 
only some of the company’s executives.*4 

In determining whether some of the fringe benefits discussed above 
or other fringe benefits should be made available to executives, tax con- 
siderations are sometimes given too much weight. By and large the tax 
“bite” does not get too substantial until an executive reaches the $30,000 
to $35,000 salary range (assuming normal deductions and exemptions for 
an individual earning this amount). With the exception of executives at 
the very top levels of management, an increase in salary or bonus would 
probably be appreciated more, particularly if the executive may later be 
taxed on some “personal” portion of the so-called fringe benefit received, 
in which case a great deal of the benefit will disappear. 

In addition, the cost of providing benefits of this type can be very 
expensive even after taxes. Careful consideration of estimated future costs, 
taking into consideration possible required extensions of these plans, should 
be made before any of these benefits are provided. 


LIMITATIONS ON THE DEDUCTIBILITY OF 
EXECUTIVE COMPENSATION 


For the most part, the determination of the amount of executive com- 


801.0. 1014, 2 Cum. Butt. 88 (1920); G.C.M. 16069, XV-1 Cum. Butt. 84 (1936); 
US. Treas. Regs. § 1.61-2(d) (2) (1957); Int. Rev. Cove or 1954, § 106, Rev. Rul. 58-90, 
6 CCH Sranp. Fep. Tax Rep. § 6389, as to health and accident insurance premiums. For 
a review of current group insurance developments, see NATIONAL INDUSTRIAL CONFERENCE 
Boarp, INc., SrupiEs IN PERSONNEL Po.icy No. 159, TRENDS In Company Group INSURANCE 
ProcraMs (1957). 

81Int. Rev. Cope or 1954, § 101. The proceeds may also be exempt from federal 
estate taxes on the employee’s estate if the employee has no control over the designation 
of the beneficiary and the insurance is not payable to his executor under Int. Rev. 
Cove or 1954, § 2042(2). These policies may also qualify for the $1,000 exclusion for a 
surviving spouse. Jd. § 101(d) (1) (B). 

82 Tri, Rev. Srat. c. 73, § 842 (1957). 

88 Int. Rev. Cope or 1954, § 105(d). 

% U.S. Treas. Regs. § 1.105-4 (1956). 
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pensation and the method of payment is within the discretion of the board 
of directors. In the case of publicly held companies, the courts are extremely 
reluctant to substitute their judgment for the board’s as to an executive’s 
value, and they normally will not require the return of compensation or 
impose liability on the directors on the ground that the compensation paid 
to an executive was excessive.®> The directors should not, however, over- 
look their responsibility for the proper administration of a company’s 
executive compensation program, particularly where the compensation of 
one or more executives is determined in part or in full under a formula 
related to profits, sales, or some other similar method. In cases where 
erroneous payments have been made under formulas of this type, the courts 
have required the return of the executive’s excessive computation and/or 
have held the directors personally liable for the payment of excessive com- 
pensation.*¢ 

In closely held companies the question of the payment of excessive 
compensation probably will not arise where all of the shareholders or their 
families participate in the management of the companies. Where this is not 
the case, however, and where the dividend policy is not generous and salaries 
and bonuses are substantial, there may be a greater possibility of a minority 
shareholders’ suit questioning the amount of compensation paid to execu- 
tives. In closely held companies where the executives constitute or control 
the board of directors, the courts will take a long and close look at execu- 
tive compensation in order to determine whether there has been any exces- 
sive compensation paid.87 

A further factor which must be kept in mind is that under section 162 
of the 1954 Code, a deduction is permitted only for “a reasonable allowance 
for salaries.” 8° Most of the cases in which the Internal Revenue Service has 
questioned the amount of compensation paid involve closely held com- 
panies; however, the limitation on the deduction for salaries is also applicable 
to others as well.8® In determining whether a particular executive’s salary 
is reasonable, all parts of his compensation package will be considered, 
usually as of the time the particular arrangements were made,® and the 


8 Rogers v. Hill, 289 U.S. 582, 53 Sup. Ct. 731 (1933). 

86 Winkelman v. General Motors Corp., 39 F. Supp. 826 (S.D.N.Y. 1940), 44 F. 
Supp. 960 (1942); Neuburger v. Barrett, 180 Misc. 222, 39 N.Y.S.2d 575 (Sup. Ct. 1942); 
Gallin v. National City Bank, 152 Misc. 679, 273 N.Y. Supp. 87 (Sup. Cr. 1934). 

87 For an analysis of cases in which the compensation levels of executives of closely 
held companies were either directly or indirectly involved in litigation, see WaAsHINGTON 
& ROTHSCHILD, COMPENSATING THE CORPORATE EXECUTIVE (rev. ed. 1951). 

88 For the legislative history of the reasonable compensation test, see Comment, 56 
Harv. L. Rev. 997, 1000 (1943). The basis of the Commissioner’s power to determine 
what constitutes “reasonable compensation” is also reviewed in Barker, A Possible Solu- 
tion to the Reasonable Compensation Problem, 3 Am. U. Tax Inst. Lecrures 243 (1950). 
8° Botany Worsted Mills v. United States, 278 U.S. 282, 49 Sup. Ct. 129 (1929). 

90 U.S. Treas. Reg. 118, § 39.23(a)-6 (1953). 
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question of reasonableness will depend on the facts in each case.®! In de- 
termining this question for closely held companies, the Internal Revenue 
Service and the courts will consider the following: 

(1) How much comparable executives were paid, performing the same 
work for other companies in the same area (particularly companies which 
are not closely held) at or about the same time, will be important. 

(2) The extent to which services are actually rendered will have a bear- 
ing on the amount of compensation which will be allowable as a deduction. 
If the executive devotes all of his time to the employer’s business activities, 
a higher level of compensation will be allowed than if he devotes only a 
part of his time to these activities. The type and quality of the work done 
will also have a bearing on this question. 

(3) Consideration will also be given to the qualifications of the executive 
and the value of his services in terms of what he actually accomplishes for 
the company and what he contributes to its success. Where the company’s 
success is to a great degree dependent upon the ability and efforts of an 
executive, a high rate of compensation can be justified. 

(4) The question of whether the executive was paid pursuant to a regu- 
lar plan or under an informal arrangement will also be important. To the 
extent that executive salaries or bonuses are closely related to, and fluctuate 
with, taxable income, the Internal Revenue Service may question the reason- 
ableness of compensation and contend that this is simply a device for 
distributing dividends. Where, however, compensation levels are fixed in 
accordance with an established formula or plan which has been in existence 
and has actually been followed for a number of years, there is less chance 
that this question will be raised. 

(5) If many of the shareholders or members of their families are also 
employees of the company, compensation figures will in all probability be 
given a close examination. Where compensation figures have a definite 
relationship to stockholdings, a question may also be raised. 

(6) The size and nature of the business and the volume of sales of the 
company will have a bearing on the amount of compensation. 

(7) The absence of dividends may cause the Internal Revenue Service 
to look at compensation levels, whereas the payment of substantial dividends 
tends to minimize inquiries as to compensation levels. 

(8) An executive’s compensation may be compared with the compensa- 
tion paid to other executives in the same company. Statistics giving the re- 
lationship of the top, second, and third executives in various industries are 
available for use in comparing levels of executive compensation.* 

(9) To the extent that executive compensation is based on some form 


%1 For an analysis of cases in this area, see Eolis, Problems in Evaluating the Ade- 
quacy of Officers’ Salaries, N.Y.U. 77H INst. ON Fep. Tax. 39 (1948). 

92 Statistics for the compensation of second, third, and fourth highest paid executives 
for certain industries during the years 1954-56 are contained in the Annual Report on 
Executive Compensation, 35 Harv. Bus. Rev., Sept.-Oct. 1957, p. 125. For earlier com- 
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of a competitive incentive formula or commission arrangement, it may be 
possible to sustain higher levels of compensation. 

None of these factors will be controlling. Reasonableness will depend 
on the facts in each case, considering all the above factors to the extent that 
they have a bearing on this question. 

An additional limitation on executive compensation in closely held 
companies is contained in section 267 of the 1954 Code. Under this section, 
in some instances, salaries and other items of expense which are accrued on 
the corporation’s books but are not promptly paid to principal employee- 
stockholders ** may be disallowed to the corporation as deductions. Careful 
consideration should be given to the possible effects of this section in each 
case where a closely held corporation on the accrual basis employs one or 
more of its principal shareholders. 

From the viewpoint of the highly compensated executive, probably the 
most important of the compensation methods discussed above are those in 
the deferred compensation and stock purchase areas, These are the subject 
of the following two articles. 


parative figures, see NATIONAL INDUSTRIAL CONFERENCE Boarp, INc., StupIES IN PERSONNEL 
Poticy No. 111, COMPENSATION AND PENSIONS FoR Executives (1950). 

93 For an indication of the problems which might arise under this section, see Paul, 
Some Problems Under the New Section 24(c), 32 Taxes 191 (1954); Carroad and Hand- 
man, The Nondeductibility of Certain Losses, Expenses and Interest Items, 33 Taxes 
142 (1955). 
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DEFERRED COMPENSATION 


BY ROBERT L. FARWELL * 


INTRODUCTION 


A DEFERRED COMPENSATION PLAN can be designed to encourage 
continuous service of key personnel with the company that adopts it. In 
some instances, benefits under a deferred compensation plan have become 
more significant than salary as an inducement to top executives to remain 
with a company.? The success of such a plan depends on whether the em- 
ployees for which it is designed are adequately informed about it and de- 
sirous of its benefits. It will also depend on what benefits are offered them 
by companies competing for their services. Thus, who is included in a plan 
and how completely and precisely their needs are met by benefits offered 
under it can have a decisive influence in providing a company with continuity 
of management. Benefits under a deferred compensation plan can be used 
for other purposes as well. The selection of the benefits for the purpose 
of retaining key personnel may or may not be compatible with such other 
uses. The usefulness of a plan for more than one purpose will have an effect 
on how much cost the company may assume, and consequently on the kind 
and number of benefits which may be offered. Benefits can be provided 
under a number of different plans. The tax consequences of one plan can 
reduce or increase the cost of providing benefits as compared with another 
plan. This cost wil! have an effect on the kind and number of benefits which 
may be offered. The purpose of this discussion is to explore the various uses 
of benefits both consistent and in conflict with achieving continuity of 
management, and then to consider separately the tax advantages and dis- 
advantages of the possible methods of providing these benefits. 


Definition 


There is some confusion about the use of the words “deferred com- 
pensation.” Strictly speaking, they refer to a deferred payment of a por- 
tion of an employee’s present annual compensation, which he and his em- 
ployer have agreed to have paid to him, or which his employer has said shall 


* ROBERT L. FARWELL, B.A. 1943, Amberst College; J.D. 1949, Univer- 
sity of Chicago; Assistant Secretary, Trust Department, Continental 
Illinois National Bank and Trust Company, Chicago, Illinois. 


1 The premise that diminishing independence follows from increased compensation 
was first postulated as an economic law more than a decade ago. Batnsrince, Little 
Wonper 86 (1945). A clear majority of the literature on deferred compensation plans, 
most of which has been written since that time, has emphasized the value of these plans 
as methods for increasing compensation. See for example, Childs, Deferred Compensa- 
tion Plans for Executives, 31 Taxes 1007 (1953). The most recent work of significance 
in consideration of all aspects of executive compensation is ABBott, ForBEs AND THOMP- 
SON, THE EXECUTIVE FUNCTION AND ITs COMPENSATION (1957). 
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be paid to him later than in the year in which it is earned. The purpose of 
such an arrangement is to average out an employee’s income based on profits, 
sales, or other fluctuating indices, by making payment over a period of years 
or after retirement. In this discussion the words refer more broadly to all 
forms of compensation (other than a severance benefit) which are payable 
only on or after termination of employment, usually retirement. This latter 
definition includes all of the plans under the former which call for payments 
to be made after termination of employment. It also includes many other 
plans which provide for such payments without there having been in fact 
any deferral of present income contemplated or involved. The purpose of 
providing this type of “deferred” compensation may be to average out in- 
come, but more often it is to provide for the orderly retirement of super- 
annuated employees, encourage thrift, create for the employee an estate on 
his death, provide incentives to management, provide tax savings for em- 
ployees, both stockholding and non-stockholding, and, of course, induce 
continuity of management. The plans under which this type of compensa- 
tion is provided are commonly categorized as pension, profit-sharing, and 
thrift or savings plans. 

Deferred compensation needs to be differentiated from “fringe benefits,” 
discussed elsewhere,” as contrasted with salary. The benefits under deferred 
compensation plans, like fringe benefits, may be provided more cheaply by 
a company directly than by paying the employees enough to acquire or 
accumulate the same benefits by themselves. This may be in some instances 
due simply to economies resulting from bulk purchases. More often it is 
due to the fact that the same dollars in the hands of employees have to be 
taxed first as a part of their personal income and therefore do not have 
the same buying power as they do for the company.’ The distinction 
drawn in this discussion between fringe benefits and deferred compensa- 
tion is supported by the separate treatment the latter receives under the 
Internal Revenue Code,* and the fact that by definition it is made avail- 
able on or after termination of employment. Although the tax advantages 
of deferred compensation plans have often been cited as the basis for their 
current popularity,® it is the advantages in personal estate planning which 


2See Murphy, /ntroduction to Management Compensation, supra p. 1. 

3 The following table illustrates what happens to salary increases assuming for the 
taxpayer that he has exemptions for himself and his wife, that deductions are 10% of 
his salary, and that his salary is the only income of the family: 








Salary Amount of Next Amount Needed to In- 
After $1,000 Raise Re- crease Salary after Taxes 
Salary Taxes maining After Taxes and Deductions by $1,000 
$ 10,000 $ 8,364 $774 $1,294 
50,000 33,352 475 2,118 
100,000 54,424 352 2,841 
250,000 94,178 199 5,057 


4Int. Rev. Cope or 1954, §§ 401-21. 
5 Lindquist, Fundamentals of Deferred Compensation, 43 Itt. B.J. 756, n.3 (1955). 
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are here emphasized for their importance in encouraging continuity of 
management. Deferred compensation may be lumped with salary as a part 
of the total compensation paid by a company to an employee throughout 
his life span and as a source for the creation of his estate. The spreading 
effect which a deferred compensation plan has on career income is more 
than hypothetical. The deferred compensation can always be equated to 
salary increments in terms of cost to the company, even if the company 
does not consider them as alternatives. In most cases a company could, 
moreover, have the same tax deduction for payments of salary as for de- 
ferred compensation.® One distinction between them lies in the fact that 
if the employee wants the benefit which is provided under a deferred com- 
pensation plan anyway, he is better off for tax reasons in having the com- 
pany pay for it. Another is that he may have to sacrifice his future mobility 
in the job market in order finally to obtain this benefit. 


Competition 


An important consideration to a company intent on retaining its key 
personnel is what is offered by the companies competing for services as an 
inducement to executives to switch jobs. By now, most companies of na- 
tional importance have at least one, and usually more than one, deferred 
compensation plan which covers a large number of, or all, the employees, 
as well as one or more plans for individual executives or groups of executives. 
The number of such plans is incalculable. They range from informal agree- 
ments between a single employee and his employer to formally documented 
plans for all employees of a corporation or in an area or industry. An 
indication of the rate of growth of this number, however, is that twenty- 
four per cent more of these plans were added in 1957 to those approved 
by the Internal Revenue Service, for certain tax advantages discussed later, 
than had been added in the previous year.? This number in turn represents 
only a fraction of the total, there being no current estimate of the number 
of plans entered into but not so approved. As a result of this growth, 
each year companies are led or inspired to adopt or add plans and thus 
settle on the benefits which will be most useful in accomplishing their cur- 
rent objectives. 

Meeting or bettering the competition may for a number of reasons 
prove a dangerous guide for obtaining continuity of management. Competi- 


6 Int. Rev. Cone or 1954, § 404, outlines conditions under which current deductions 
are granted for contributions to deferred compensation plans where benefits are to be 
paid later. These must satisfy conditions of § 162(a), as must contributions for benefits 
paid currently. U.S. Treas. Regs. § 1.404(a)-1(b) (1956). 

7 As of December 31, 1954, there was a net cumulative total of 26,573 plans approved 
by the Service; in 1955, 1956, and 1957 the estimated totals (including new applicants 
less terminations) were 29,930, 34,875, and 40,970 respectively. P-H Pens. & Prorit-SHar. 
Serv. 4 43.61012. 
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tion, for example, may lead to the adoption of a plan calling for an early 
vesting of benefits. This means that an employee leaving a company before 
retirement can receive some accumulated benefits in the form of a sum or 
installments or an annuity. In the extreme instance such benefits may have 
been used to finance the employee in a competing enterprise of his own. 
Competition may also lead a company to adopt and keep adopting “just 
one more plan” to cement its key employees to their jobs. In so doing, the 
company may well find the motivation of these employees has switched 
from satisfaction in the job to the acquisition of the benefits themselves. 
In setting up a plan, therefore, adherence to a stereotype established by 
other companies in the industry is not always the most successful means 
for a given company to obtain continuity of management—it may not be 
the least costly, and it may not meet the specific objectives of the company. 

Were deferred compensation plans universal, there would be reasons 
other than being in a superior hiring position for using them instead of 
raises for rewarding management and as a means of obtaining continuity 
of management. It is numerically easy to double 1939 pay scales to com- 
pensate for the devaluation of the dollar in purchasing power since that 
time, and to add appropriately for increased personal income taxes, and 
thus to equalize salaries on paper. It is not, in the normal situation, possible 
to pay this scale for even the top executive let alone the entire management 
group or all employees. These deferred compensation plans aim therefore 
at doing something for the employees which they might do for themselves 
if the alternative of pay raises, to keep abreast of inflation and taxes, were 
possible. Although benefits under deferred compensation plans are more 
difficult to equate than salaries, it has been observed that there nevertheless 
does grow up a rough equality of benefits among companies seeking the 
same executive talents. As a result it becomes important to tailor plans to 
fit the needs of particular groups of employees in order to insure most 
effectively their continued service with the company. 


BENEFITS 


The benefits which are finally provided by a company adopting a new 
plan or changes in an old plan are usually designed to achieve not only 
continuity of management but also other objectives of the company. Their 
selection is therefore a compromise based on a priority of these objectives. 
In order to make a successful compromise, all the top officers should be 
involved in the selection of the benefit pattern. The personnel man should 
be in a position to analyze the turnover problem and the compensation 
pattern; the financial officer, the ability of the company to assume the 
costs of a plan; and the executive officer, the priority of objectives. The 
lawyer, in conjunction with consultants or alone, will be called upon to 


8 ABBOTT, FORBES AND THOMPSON, OP. cit. supra note 1, at 27. 
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offer suggestions as to benefits and combinations of benefits which will 
meet the expressed needs. In as much as the officers themselves will most 
often be participants under any plan adopted, the lawyer will frequently 
be the sole representative of the company likely to have the advantage of 
objectivity. Although occasionally the top officers will set set out to ex- 
clude themselves from a plan so as to avoid subjective considerations based 
on personal gain, it is in fact their subjective considerations together with 
those of others in the executive group which need to be satisfied in order 
to make a plan successful for business continuity. A broad generalization 
from which to start the discussion of types of benefits is that an employee 
is looking for an immediate non-taxable benefit which provides a hedge 
against inflation and a cushion against deflation, which is available at his 
option or may be left to accumulate interest tax-free, or otherwise grow in 
size, and which will provide retirement benefits if he lives or benefits at 
his death to his beneficiaries with no additional tax burden. He also would 
like to have each certain of fruition. If the company is willing, it is possible 
to come very close to this goal, and there are a number of different ways of 
approaching it. 


Retirement Benefits 


A pension is one of the most common benefits of a deferred compensa- 
tion plan. In the usual case, a pension is a fixed dollar amount provided for 
the lifetime of an employee after his retirement. A plan providing a pension 
benefit obviously accomplishes the spread of income over the entire life span 
of an employee as contrasted with his career years only. Payments are made 
after retirement date, usually the age of sixty-five, when an extra exemp- 
tion is available from personal income tax, and when other income is reduced 
at least by the amount of salary, and therefore are taxed at a more favorable 
rate.® 

There are many variations in this usual plan by which the benefits may 
be made similar to those derived from other types of deferred compensa- 
tion plans. Instead of payments over the remaining lifetime of an employee, 
a payment can be made of a sum which is calculated actuarially to be the 
equivalent of the pension payments which could be expected to be made 
from the time of retirement.!° Or payment can be made of this amount in 
installments whether or not the employee lives throughout the installment 
period. Instead of payments based on a fixed dollar amount per year, pay- 


®If payments are in annuity form, they constitute retirement income and are given 
a present maximum credit of $240 against income taxation. Int. Rev. Cope or 1954, § 37. 
The relative benefit of this provision to the managerial group retiring under deferred 
compensation plans today is meager. 

10 Goldstein, Advantages and Disadvantages of Pension, Profit-Sharing, and Stock 
Bonus Plans: A Case Study, N.Y.U. 141H Inst. on Fep. Tax. 1225 (1956). This contains 
a valuable comparison of the size of payments in sum from pension and profit-sharing 
plans to which have been made equal company contributions. 
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ments may be dependent on the earnings of the employee over his career 
or over a period of years at the end of his career, on the earnings and 
market value of investments, or on a cost of living index. A combination of 
fixed benefit plus a variable benefit is designed to provide both a hedge 
against inflation and a cushion against deflation. 

A pension plan provides for the company an orderly method of deal- 
ing with superannuated employees. For the employee it provides security 
against the hazards of old age, which may be the major concern of a greater 
group than just those approaching retirement ages. Frequently, a company 
will make continuous employment to retirement age a condition for benefits 
under a plan, as a restraint on the executive who contemplates leaving 
without the promise of at least equal benefits elsewhere. Such a plan also 
provides the prospect of regular turnover in all offices due to age, which 
may be a more persuasive inducement to the middle management or younger 
executive group to remain. Because of the relative ease with which the 
objective of encouraging continuity of management may be combined 
with the objective of systematically retiring older employees, pension 
plans have been the most popular of all deferred compensation plans. 

There are pressures currently working to vest, i.e., make available upon 
any termination of service whether by retirement or not, benefits under 
pension plans. These pressures come from the employees themselves, par- 
ticularly organized labor, from competition among companies, and to a 
degree from requirements of the Internal Revenue Service.!? To the extent 
that retirement plans may be said to lead to immobility of executive talent, 
the vesting trend may be expected to work in the opposite direction.!? To 
the company considering a plan with vesting provisions, there must be taken 
into account not only the additional cost of providing vested benefits, but 
also the effect upon continuity of management. 


Benefits Through Sharing Incidents of Ownership 
Another type of plan which is often used to provide retirement benefits 


11 The Teachers Insurance and Annuity Association, formed in 1918 by the Carnegie 
Corporation of New York, provided fixed dollar benefits to college teachers. These 
have been augmented now with variable benefits available under the College Retirement 
Equities Fund established by the former organization in 1952. Members may have up 
to 50% of their contributions invested in units which reflect the market value of a fund 
made up primarily of common stocks. Payments when made are also in units calculated 
to reflect the market value changes on an annual basis. Other types of plans base variable 
benefits on some standard of living index or on the market value of equities in which 
investment has been made only at retirement. Rev. Rul. 185, 1953-2 Cum. Butt. 202. 


12 Rey. Rul. 57-163, 1957 Int. Rev. Butt. No. 16, at 10, while in other respects 
repetitious of Rev. Rul. 33, 1953-1 Cum. BuLt. 267, contains a new provision requiring 
that the value of early retirement benefits in a qualified plan does not exceed the value 
of the employee’s vested benefit at that time if the company has any discretion to 
exercise in the matter of his retirement. This has been modified, however, to apply 
only prospectively. Rev. Rul. 58-151, 1958 Int. Rev. Butt. No. 14, at 10. 

13 NATIONAL PLANNING ASSOCIATION SPECIAL REPORT No. 44, Private PENSION PLANS 
9 (1956). This contains the staff and board conclusions based on a research study of the 
effects on mobility of labor caused by the adoption of private pension plans. 
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is a deferred profit-sharing plan. Profit sharing is an incentive device by 
which employees are given a share in the profits of a company which they 
help to produce. They acquire thus at least one of the incidents of being a 
part-owner of the company. In a deferred profit-sharing plan, the share 
is not currently distributed to the employee but is paid some time in the 
future, usually on termination of service with the company. If the share 
is set aside and invested until the time of termination, then a second incident 
of ownership is possible through the purchase of company stock with a 
portion or all of the amounts so set aside. The employee then receives as 
an addition to his share, the dividends on the stock held or a proportionate 
part thereof, and the value of his share fluctuates with the market value of 
the stock. A third and final incident of ownership can be provided at the 
time of termination. At that time the share which has been held for the 
employee may be distributed to him in stock of the company. With this 
final step he becomes the stockholder he previously simulated. A plan 
having all three incidents is usually identified as a stock bonus plan, although 
the contributions thereto need not be dependent on profits. 

This type of plan does not provide a fixed dollar benefit as does the 
usual pension plan. It provides for an accumulation of an unknown sum of 
money which can be used as a fund for retirement. Payments can be made 
in a sum, in installments, or over the lifetime of the employee, and there is 
usually a rapid vesting of benefits with the effects previously noted. A 
company will frequently adopt this type of plan for the same reason it 
would a pension plan—as a retirement plan. This is true particularly of 
smaller companies in which the management or ownership is unwilling to 
undertake a commitment as to anything other than a share of the profits in 
order to provide a retirement program. Another reason for adoption of this 
type of plan lies in its advantages in closely held companies. Owners who 
are also employees may benefit by tax advantages in exchanging dividends 
for a deferred share in the company profits or in making available shares 
of stock for purchase by the profit-sharing fund from him or his estate. 
Most often the reason for adoption is to give incentive or rewards for pro- 
ducing profits and to attract loyalty of employees by sharing some of the 
incidents of ownership. 





Benefits Through the Accumulation of Savings 


Savings, like life insurance, are a principal means of creating an estate. 
Savings may be provided for in a deferred compensation plan either by re- 
quiring contributions from the employee to help defray the cost of the 
plan or by permitting deposits on a voluntary basis. The reasons for setting 
up such a plan are to encourage thrift on the part of employees, actually 
to reduce the cost of the plan to the company, or to make employees more 


14For other methods of providing incentives through stock ownership, see Gross- 
man and Herzel, Employee Stock Options, infra p. 45. 
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conscious of the plan and thus more conscious of the benefits they will enjoy 
by staying in the employ of the company. Since the same dollar paid to the 
employee could be paid into a plan by the company without first being 
reduced by the employee’s income tax, it is only the first of these which is 
currently argued with any effect. Voluntary savings plans may under certain 
conditions have the added attraction that balances accumulate income tax- 
free until distribution takes place, and the employee’s accounts meanwhile 
enjoy professional investment advice given to the company for its plan. 
In some cases the company, to encourage thrift on the part of the employee, 
or where the only retirement benefits are those built up in proportion to the 
employee’s contributions, may match all or a part of the amounts the em- 
ployee deposits. 

A problem which may arise under a plan providing this type of benefit 
is that by creating or encouraging savings, the company furnishes the em- 
ployee with the same mobility he could acquire with vested benefits under 
other plans. In order to discourage the exercise of this independence merely 
for purposes of making use of sums accumulated,!® many plans make pro- 
vision for loans or temporary withdrawals from the plan.'® In the alternative 
the company may make loans outside the plan and attach the vested benefit 
of the employee in the event of his departure before repaying the loan.!7 
Administrative problems of granting and recovering loans or withdrawals 
urge the discouragement of their use, although of course the interest 
charged on loans has been a lucrative source of income to some plans. 

Savings may be viewed as a cushion against deflation or a hedge against 
inflation, or both. The investment of savings may be of considerable sig- 
nificance as a result. If the employee has all his savings in the plan, and the 
only death benefit under the plan is the return of his savings at interest, 
there may be expected to be more than ordinary concern on the part of 
the executive group as to the investment policy. For those members of the 
executive group who have other savings or benefits from other plans serv- 
ing as a cushion against deflation, the savings plan may be looked to for 
the purpose of keeping pace with the cost of living. This is an area, then, 


15 Some criticism attaches to plans where there is no alternative to building up an 
estate available only at retirement or at the death of the employee, this being the time 
when financial needs may be reduced considerably. Ain, Pension and Profit Sharing 
Digest, 94 Trusts & Estates 334, 335 (1955). Plans may provide for election of cash or 
deferred payments. Rev. Rul. 56-497, 1956-2 Cum. BuLt. 284. 

16 Rev. Rul. 56-693, 1956-2 Cum. Bu. 282. Under certain conditions of hardship, 
provision may be made in a qualified plan to withdraw the credit of an individual 
employee in advance of termination of service unless it be in a pension plan. The 
amounts are then taxable in the year available. In order for the plan to remain qualified 
there must be penalties for such withdrawal, Rev. Rul. 55-423, 1955-1 Cum. Butt. 41; 
a prohibition against withdrawals within two years after contribution is made, Rev. Rul. 
54-231, 1954-1 Cum. But. 150; and no pattern of withdrawals as shall make the plan in 
fact discriminatory, Rev. Rul. 57-587, 1957 Int. Rev. Buty. No. 50, at 8. 


17 Rev. Rul. 56-432, 1956-2 Cum. BuLt. 284. 
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in which the particular estate situation of each individual will be of greater 
significance, in his own reaction to a plan, than is the general rule, and 
where shifts in reaction may be expected to occur with greater frequency. 


Benefits Payable to Estates 


Security for family in the event of death of an employee is a major 
concern which may be met by deferred compensation plans as well as by 
life insurance programs. Two current trends may be detected which under- 
line this goal for deferred compensation plans. One is that the death rate 
among executives in urban society before retirement is high and appears 
to be increasing. The other is that in the face of a trend to lower retire- 
ment ages, increasing concern is expressed that employees remain at their 
jobs or take other jobs to serve beyond what is now considered normal 
retirement.!® Members of the managerial group may therefore be skeptical 
about benefits offered by a company which are conditioned entirely on 
reaching and living past retirement age. The company, on the other hand, 
is often motivated to develop benefits offering this security because of 
the disparity which otherwise exists in the treatment of those who die too 
soon to reap the benefits of long service, and those who live to receive 
them. The same feeling of responsibility may give rise to planning for the 
family of an employee as to the adoption of a deferred compensation plan 
in the first place. 

There are two ways that this security can be offered through a de- 
ferred compensation plan. One is by a vesting of benefits at death so that 
money which would be available to an employee if he had lived to retire- 
ment or other termination of service would also be available to his bene- 
ficiaries. These benefits are the savings an employee makes under a thrift 
plan, pension payments under a retirement plan, or allocated earnings under 
a profit-sharing plan. A death benefit, on the other hand, is a benefit avail- 
able only to the beneficiaries of an employee at his death, not available to 
him at any time. The traditional form of death benefit is life insurance. 
It is not a deferred compensation benefit under the terms of this discussion, 
but deferred compensation plans may provide for the use of funds to pur- 
chase contracts on the life of an employee.’® 


18 Cf, S.J. Res. 28, 70th Ill. Gen. Assembly (1957). This resolution, adopted by 
both houses, was offered as a result of studies of a Legislative Commission studying 
problems of the aged in Illinois. It provided that to enable older workers to remain 
gainfully employed so long as they are willing and able, compulsory retirement ages in 
private industry and government should be eliminated and flexible retirement plans 
should be established, based on the ability and desire of the older worker to remain 
employed. Cf. Wall Street Journal, Midwest Edition, June 1, 1956, p. 1, col. 6. 

19 Rev. Rul. 57-163, Part 2(k) (2), 1957 Int. Rev. Butz. No. 16, at 18. These may 
be either contracts purchased with funds set aside for employees, or contracts purchased 
by the company to provide it with funds at a later date to pay benefits when they have 
matured. The 1954 Code distinguishes between benefits at death from life insurance 
contracts and other sources for income tax purposes. Int. Rev. Cope or 1954, § 101(a). 
















































34 BUSINESS CONTINUITY: LEGAL PROBLEMS [ VoL. 1958 


An alternative device is a widow’s benefit, either with or without a 
reduced benefit for the employee during his lifetime, or benefits for a 
specified period of years or the lifetime of the employee, whichever is longer. 
These benefits are based on computations not only of how long the em- 
ployee is likely to live after retirement, but also how long some other 
person is likely to live, or how likely he is to live out some specified period. 
The widow’s benefit may be provided if the employee dies before retire- 
ment as well as after, usually at a somewhat greater cost to the company. 


Other Benefits 


There are other types of benefits such as disability pay or lay-off pay 
for which one or another individual executive may have a particular regard. 
These may be provided as a part of a deferred compensation plan, although 
in some plans the tax consequences of so doing will be an important con- 
sideration.2° There appears no historical significance to these benefits in 
maintaining managerial continuity. In plans which cover a large number of 
employees rather than just the executive group there may be substantial 
reasons for their inclusion. 


PLANS 


The reason for discussing benefits apart from the plans under which 
they are to be provided is not only to emphasize the variety from which may 
be selected the most appropriate to convince a specific group of executives 
to remain with a company, but also to underline the fact that the tax con- 
sequences involved in providing these benefits actually only have to do with 
the cost to the company. Assuming that the decision as to benefits may 
already have been made when a lawyer is consulted, the selection of the 
plan by which these benefits are to be provided will depend in large part 
on what the lawyer says will result from various alternatives under the 
tax laws. The company is concerned as to whether or not there will be a 
present tax deduction, a future tax deduction, or no tax deduction as to 
the costs of each plan. It will also be concerned with the tax treatment 
the benefits receive in the hands of the recipients. The recipients them- 
selves may be expected to be concerned not only with the type of benefits 
provided but also with the certainty that they will be forthcoming if the 
conditions of employment are satisfied. 


Informal Plans 


There are occasions when it appears appropriate and it suffices for an 
employer informally to tell one or more employees, usually only the top 
officers or the president, that they, and perhaps their families, will be 
“taken care of” after retirement or death prior to retirement. A frequent 


20U.S. Treas. Regs. §§ 1.401-1(b) (i), (ii) (1956). 
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method of carrying out this retirement and death benefit program is to 
continue the salary or some portion thereof to an ex-officer or his widow, 
recognizing either his continued “consultative” services or his past services 
for the company. In such companies, the only retired persons are those 
who are kept on the payroll for whatever period of time and for such 
amounts as the management from time to time feels necessary or desirable 
to prevent its incurring the ill-will of its other employees or the community, 
or to satisfy its feeling of responsibility to the individual or his family 
for his services. The same feelings may occasion gifts to widows of em- 
ployees. 

None of these benefits is funded in the ordinary sense, and all therefore 
share the drawback from the employee’s point of view that there is no 
assurance (by way of an enforceable contract or a sum of money set aside 
for this purpose) that the understanding will be carried out. The receipt 
of such benefits will be a matter of some uncertainty because of possible 
changes in ownership, management, financial condition of the company, or 
attitudes on the part of the management or owners towards the obligation 
of the company. The only types of benefits provided in this manner are 
retirement or death benefits. These payments may be tax-deductible for 
the company if they are reasonable payments for services rendered by the 
former employee, or if they are in fact a gift to the widow of a former em- 
ployee.”! For the recipient, the first type of payment is taxable as current 
income,” the other is excludable as a gift to the extent of the first $5,000.7* 

These plans have the advantage, in comparison to those discussed later, 
of committing the company the least. There are companies in which the 
management or ownership feels that to do more is exhibiting an excess of 
paternalism or tending to socialism, or where the financial position would 
not permit more formal or extensive commitments. It may develop, how- 
ever, that the company which makes a habit of these informal arrangements, 
becomes at least morally obligated to a current commitment sufficient under 


21 Cf, Rev. Rul. 55-212, 1955-1 Cum. But. 299. The employer may take a deduc- 
tion for pension payments to a widow only when made, regardless of any obligation 
to pay. 

22 Int. Rev. Cope or 1954, § 61(a). Receipt of a promise to pay is not taxable. 
O’Daniel’s Fstate v. Commissioner, 173 F.2d 966 (2d Cir. 1949). But a tax will be applied 
when payment is received. Wolfe v. Commissioner, 170 F.2d 73 (9th Cir. 1948) (mem. 
dec.); Peters v. Smith, 221 F.2d 721 (3d Cir. 1955). Courts have generally held that 
payments to the estate of an employee are taxable income to it. Bausch’s Estate v. 
Commissioner, 186 F.2d 313 (2d Cir. 1951). But in Estate of Frank J. Foote, 28 T.C. 547 
(1957), it is held that the intent of the company controls, and the payment of the re- 
mainder of an annual salary to the estate of a deceased employee may be a gift even 
if the company has taken a business deduction for it. 

23 According to the Service, payments to widows are taxable as income to them. 
1.T. 4027, 1950-2 Cum. Buti. 9. The courts, however, continue to hold these as gifts 
where the employer receives no benefit. These gifts are now limited to $5,000 by the 
provisions of Int. Rev. Cope or 1954, § 101, which apply regardless of the existence of 
a contract. Rodner v. United States, 149 F. Supp. 233 (S.D.N.Y. 1957). 
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a formal plan to fund more certain benefits of greater variety and usefulness 
in achieving business continuity. Frequently this type of company carries 
employees on its payroll at full pay long past the time when their reduced 
efficiency would otherwise have called for their retirement. These com- 
panies may be able to compete in the market for key personnel because of 
other attractions including higher current salaries. In this case, only when 
the management or the owners can be shown how they will benefit or when 
some bargaining group demands these benefits as a part of working condi- 
tions will the more formal deferred compensation plan be considered. 


Qualified Plans 


At the other extreme, in terms of formality, benefits available, and tax 
advantages, are the “qualified” plans. These are plans which have been 
submitted for and have received approval from the Internal Revenue Serv- 
ice for special tax treatment of contributions by the company and benefits 
to the employee.?* Under a qualified plan, to list the major tax advantages, 
the company may take an immediate deduction from its taxable income 75 
as to contributions made, within allowable limits; the sums set aside may 
accumulate free from income tax until paid out, and these sums may include 
savings of the employees invested with the company contributions; 7° pay- 
ments made to recipients in a single sum or all within one taxable year may 
be taxed as a long-term capital gain rather than as ordinary income; 2" and 


24To be qualified, a trust must be created or organized in the United States, Int. 
Rev. Cove or 1954, § 401(a); or it must be a foreign trust which meets all the other re- 
quirements and then as to United States residents it bestows the same tax advantages, 
id. §§ 402(c), 404(a) (4). Two publications of the Treasury Department, Nos. 337 and 
377, set forth the regulations under the comprehensive Treasury Decision No. 6203, and 
the Procedures and Guides to Qualification, respectively. 

25For a pension trust, the employer may not deduct more than (1) 5% of the 
compensation paid or accrued to employees under the trust during the year involved; 
(2) the “level premium” cost, or (3) the normal cost plus 10% of the costs for credit- 
ing service prior to the time the plan was initiated. INT. Rev. Cope or 1954, § 404(a) (1). 
Philadelphia Suburban Transp. Co. v. Smith, 105 F. Supp. 650 (E.D. Pa. 1952). For a 
qualified profit-sharing plan, the limit is 15% of employee compensation. The exact 
amount can be set each year rather than by formula, although the Labor Department 
appears to require a minimum formula in order to avoid considering allocations as 
payment for purposes of computing overtime rates. U.S. Treas. Regs. § 1.401-1(b) (i) (ii) 
1956. No contribution need be made in either kind of plan under certain circumstances. 
In a pension plan, if contributions of more than a minimum necessary to make the plan 
in effect “permanent” have been deposited, then no more need be made so long as the 
minimum is still exceeded by the past contributions. The minimum is generally con- 
sidered to be an amount equal to the normal cost of the plan for the years it has been 
in effect plus interest on the unfunded past service portion at the rate used for 
actuarial calculations in the plan. Mim. 5717, 1944 Cum. Butt. 321, as modified by 
Rev. Rul. 57-163, 1957 Int. Rev. Butt. No. 16, at 10. In a profit-sharing plan, of course, 
there can be no contribution if there are no profits. 


26 Int. Rev. Cope or 1954, § 501(a). 


27 Id. §§ 402(a) (2), 403 (a) (2), 402(c), 402(e). All other payments are made under 
§ 72, including sum payments in a year other than the year of termination of service, 
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if securities of the company are distributed in payment of benefits, the cost 
to the plan is passed on as the value to the recipient for purposes of calculat- 
ing his tax at distribution; 28 payments made over the lifetime of the re- 
cipient or for a period of years are treated as an annuity; 2° death benefits 
may pass to the beneficiary without the payment of federal estate tax,®° or 
Illinois inheritance tax,31 and may be subject to a $5,000 exclusion from 
income tax.3? 

Qualified plans must be funded, that is, there must be sums set aside 
currently by the company with which to pay benefits accruing in the future. 
These sums are currently deductible from the taxable income of the com- 
pany which may be in a fifty-two per cent tax bracket. Therefore, the 
cost of a plan may be represented one-half by a contribution of the company 
and one-half by a reduction in the company’s income tax. If the company 
did not entertain any notion of increasing salaries with an equal amount, 
which could be financed the same way, then this deduction constitutes a 


installment and annuity payments from qualified trusts, and forfeitable and nonfor- 
feitable payments under nonqualified plans. Casner, The Internal Revenue Code of 1954: 
Estate Planning, 68 Harv. L. Rev. 433, 436 (1955). 

28 The types of securities which can be used for this purpose are restricted by 
Int. Rev. Cope or 1954, § 402(a) (3) (A), but they may be of parent or subsidiaries. Regu- 
lations provide that distributions are taxable at long term capital gains rates even if not 
held six months by the trust. If these securities are part of a sum payment, they are 
taken at the lower of their fair market value at the date of distribution or their cost to 
the plan. Id. § 402(a) (2). 

29 Id. § 402(a) (1). This has effect only on contributory plans. It fixes the amount 
of each benefit payment which the employee or his beneficiary will receive tax free 
because it represents his contributions which were taxed to him once before. If he out- 
lives his life expectancy, the employee will recover a greater amount tax free than he 
contributed, and vice versa. Or if the total benefits for three years exceed the amount 
he put in, then he will get his contributions back tax free in these three years. Id. § 72. 
Note that § 72(e) (3) does not apply. 

307d, § 2039(c). The employee’s own contributions are not excluded from this 
tax. It is not possible to take advantage of this after retirement either, by making an 
irrevocable election to have the amounts paid to a named beneficiary at death. Rev. Rul. 
56-656, 1956-2 Cum. Butt. 280. 

31 The situation with regard to Illinois inheritance tax has to the present time been 
uncertain, benefits to beneficiaries not generally being considered a transfer which is 
taxable. Int. Rev. Srat. c. 120, § 375(1) (1957). The most recent decision in this area 
has to do with annuities which provide for a refund of the premiums paid in case of 
death of the purchaser before recovering his payments. The court found that since 
the decedent had power to change contract provisions and beneficiaries, and could draw 
on all or a part of the funds, a taxable transfer by gift or grant had taken place which 
was intended to take effect after death. People v. Schallerer, 12 Ill. 2d 240, 145 N.E.2d 
585 (1957). The absence of case law on contributions to retirement plans leads to an 
assumption that payments to named beneficiaries other than the estate are not presently 
taxable. 

82 InT. Rev. Cope or 1954, § 101(b) (1). Rev. Rul. 57-483, 1957 Int. Rev. Buty. No. 
43, at 11. This exclusion is available to any payment in sum from a qualified plan or 
any annuity payment to which the employee had a forfeitable right before death. As 
to the latter, the $5,000 exclusion is added to any contributions of the employee in de- 
termining under annuity rules what portion of each annual amount is not taxable. 
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considerable saving for the company and a reduction in income tax for the 
government. The deduction is good only as to contributions made within 
the limits set forth as to plans which meet the specifications of the Internal 
Revenue Service and the Internal Revenue Code. 

The provision that sums set aside may accumulate tax-free can have 
a significant cost effect where company contributions are not vested in the 
employees. A common current actuarial calculation is that the final cost of 
benefits under a qualified plan will be reduced twenty to twenty-five per 
cent for each percentage increase in annual yield. The present rate of income 
tax on insurance company portfolios, for example, which do not enjoy this 
same exemption, is in the neighborhood of 4 per cent. In the alternative, 
if not inuring to the benefit of the company, this advantage will result in 
increasing benefits which are vested in employees and of their savings which 
are deposited in the fund. There is therefore an obvious attraction to the 
executive who wishes to save in being able to put up to ten per cent of his 
compensation in a fund to earn income tax-free until later withdrawn, and 
at the same time to have the benefit of investment services hired by the 
company as to its contributions to the plan.*? 

Payments out of a qualified fund which are made in a sum within one 
taxable year to the recipient are taxable as a long-term capital gain, whether 
to the employee or to his beneficiary after his death. The return of the 
employee’s own deposits does not subject them to tax again, but any incre- 
ment is taxable at the same rate as the company contribution. If the pay- 
ments are made over a period of years, either in installments over ten years, 
for example, or as annuity payments for the lifetime of the individual or 
his survivor, then ordinary income tax rates apply except that the increment 
on deposits of the employee are treated the same as are deposits made by 
an individual purchasing annuity contracts. Many employers, particularly 
if they have already installed a fixed-benefit retirement plan, seek maximum 
use of the capital gains treatment by providing for a profit-sharing or thrift 
plan, the assets of which may be invested substantially or entirely in equities 
including stock of the company. They expect the employee’s share in such 
a plan to reflect a long-term inflationary trend. Where stock of the employer 
is distributed to the employee at its cost to the plan, the tax at termination 
may be not only at a lesser rate but on a value conceivably far lower than 
the market. Even apart from the effect of equity investments, the capital 
gains treatment coupled with the tax-free accumulation possible in one of 
these plans enables the company to provide benefits at substantially reduced 
cost. 

Payments from a qualified plan may escape not only one but two estate 
taxes. So long as payment is not made to the estate of an employee, and 


33 Rev. Rul. 57-163, 1957 Int. Rev. Buti. No. 16, at 10, uses 6% as an example, 
not as a limit. 
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except as to portions which represent a return of his own contributions, the 
estate is specifically relieved of taxes on benefits received by named bene- 
ficiaries at the employee’s death. If payments are directed to be made to a 
non-marital trust under will or agreement, the benefits may avoid the 
widow’s estate tax as well.3* In addition, the first $5,000 received is excluded 
from income tax unless the benefits paid by annuity or installments to a 
beneficiary were nonforfeitable to the employee. It should be noted at 
this writing that the employee with a vested benefit is subject by proposed 
regulations to a gift tax when he makes an irrevocable election to allow 
payments to his survivor.®® 

All of the benefits described earlier may be provided under a qualified 
plan. In order to receive qualification there is one important restriction 
which would tend to make these plans more costly than others. The Internal 
Revenue Code forbids the use of such plans in a manner that will discriminate 
in favor of officers, shareholders, persons whose principal duties consist in 
supervising the work of other employees, or highly compensated employ- 
ees,36 and the use of the funds set aside or the income thereon other than 
for the exclusive use of employees and their beneficiaries unless all liabilities 
to them have been satisfied.37 Therefore, for the employer who is directing 
a plan at specific managerial talent, and who has no other objectives to attain 
through the development of a plan for a greater number of employees, the 
qualified plan may be comparatively more expensive. As to the discrimina- 
tion restrictions, some leeway is given in the law. Plans may discriminate as 
to eligibility for participation between hourly and salaried personnel; ** 
they may be integrated with social security benefits and thus available only 
for persons earning over the maximum salary covered by these benefits; *° 
and they may even cover a certain percentage of employees which is other- 


34See Stock, Planning for Employee Death Benefits, 96 Trusts & Estates 972 
(1957). 

35 Proposed Reg. § 25.2511-1(g) (10), 22 Fep. Rec. 59 (1957). One way out is the use 
of the lifetime exemption. The other is H.R. 8381, 85th Cong., 2d Sess. (1958), which 
would for calendar years after 1955 eliminate the tax as to portions representing com- 
pany contributions, Inasmuch as there is an exemption granted under § 2039(c) of the 
Code to non-contributory benefits for estate tax purposes, it would seem logical that 
the same exemption should be granted in the gift tax. It is assumed that payments 
in a sum would qualify as “other payments” under this latter section, and thus be 
granted the same exemption as annuity payments, although final regulations will need 
to clarify this. Proposed Reg. § 20.2039, 21 Fep. Rec. 7876 (1956). 

36 INT, Rev. Cope or 1954, § 401(a) (4). See Gordon, Discrimination Problems in 
the Drafting and in the Operation of Pension and Profit-Sharing Plans, N.Y.U. 14th 
INsT. ON Fep. Tax. 1153 (1956). 

37 INT, REv. Cope or 1954, § 401 (a) (2). 

38 U.S. Treas. Regs. § 1.401-3(d) (1956). 

39 InT. Rev. Cope or 1954, § 404(a) (5). There is also the factor to take into con- 
sideration that the excess pension on that part of an employee’s compensation over 
$4,200 is limited to 374% of that compensation. U.S. Treas. Regs. § 1.401-3(e) (2). 
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wise discriminatively selected.* If it is not practicable to provide benefits 
for all those who must after careful investigation be included in a qualified 
plan, then the costs and advantages of a non-qualified plan should be con- 
sidered. 


Non-qualified Plans 


The chief distinctions between qualified and non-qualified plans other 
than the certain and extensive tax advantage accruing to the former and 
not the latter is that the latter, not requiring approval by the Internal 
Revenue Service, may discriminate in favor of the executive group or may 
single out certain executives individually for special treatment, which the 
former may not. The costs of a plan as to those benefits which can be 
provided under either type of plan may be less under qualified plans be- 
cause of the tax advantages and less under non-qualified plans because of 
the smaller number of people benefited. A major drawback of a non- 
qualified plan is that a tax deduction is not usually available to the company 
until payments are made or until the employee is taxed.*! A second draw- 
back is that the variety of benefits which can be offered is not so great be- 
cause a number can be provided by the employee himself at the same cost 
as by the company. The usual non-qualified plan is drawn to provide a pay- 
ment of a sum for a period of years or life to the employee at retirement, 
or to his wife or his estate in the event of his death. The compromise be- 
tween the employer and the employee in a non-qualified plan is in attaining 
assurance for the employee that the commitment of the employer will be 
fulfilled and for the employer that a deduction for the company’s income 
tax will be allowed now or in the future as to any payments made. The 
position of the government, expressed in the Internal Revenue Code, is that 
in no event will the same favored treatment be granted to these plans as 
are granted to qualified plans. Beyond this, the Code is vague as to which 
direction this position is likely to move. A proposed provision in the Code, 
rejected by the Senate in 1954, would have made clear that the employee 
would be taxed only on receipt of his benefit. On the other hand, it has 
been argued that the benefit under a non-qualified plan should be taxed 
when granted, since it constitutes an expectancy for enjoyment by the 
employee or his survivor. Under this theory, such a plan set up by one of 
our giant corporations (to take the extreme example) should be considered 
as good as current payment, since the likelihood of failure to pay is so re- 
mote,*2 whether the benefit is funded or not, if non-forfeitable. 


40 Int. Rev. Cope or 1954, § 401(a) (3) (A). 

41 The deduction is current if contributions are made to a fund in which the rights 
of the employee are non-forfeitable, and therefore taxable. Id. § 404(a) (5). The deduc- 
tion to a fund in which rights are forfeitable was made contingent upon the exemption 
of the trust first in § 23(p) of the Revenue Act of 1938, 52 Srat. 463. 

42 Note, Tax Consequences of Deferred Compensation Plans, 49 Cotum. L. Rev. 376, 
382 (1949). 
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The employee who seeks a non-forfeitable right in a fund of the em- 
ployer is now taxed currently for benefits which he will not receive until 
the future.** The employer who seeks to fund payments which are for- 
feitable cannot get a tax deduction for contributions to the fund unless it is 
qualified, and if it is not he may never get a tax deduction. In any event, 
the employee who receives a right which was once forfeitable and becomes 
non-forfeitable may be taxed as to the whole amount of the employer’s 
contributions in one year.** It is not likely that funding of non-qualified 
plans will lead to the types of benefits which are generally sought in pro- 
viding continuity of management. The possibility of creating a fund inde- 
pendent of the plan, in which the employee has no rights at all, has now 
been explored in the courts and found acceptable.*® There is no current 
deduction for the contributions made by a company to such a fund, but 
the receipt of the money at the time when the obligation to pay benefits 
under a non-qualified plan matures is not taxable except for earnings thereon. 
The Internal Revenue Service has yet to acquiesce in this position. 

Since the employer cannot get a present tax deduction from any method 
of funding a non-qualified plan unless the employee is taxed currently, he 
may be more interested in providing an unfunded plan. Although the 
employer cannot have a present tax deduction for his commitment, neither 
is he likely to lose it, nor is the employee likely to be taxed until he receives 
payment.** Furthermore, since there is no provision for accumulations in 


43 Int. Rev. Cope or 1954, §§ 402(b), 403(b), both say contributions of the employer 
are taxable to the employee as ordinary income in the year made. In the year received, 
§ 72 applies but not § 72(e) (3). Contributions of the employer are then deemed to be 
those of the employee. It is difficult to see how § 72(d) can apply since all of the 
contributions have become those of the employee. 

44U.S. Treas. Regs. § 1.404(a)-12. An attempt in H.R. 8300, 83d Cong., 2d Sess. 
(1954), to amend § 404(a) (5) to permit deduction in the year of contribution to a trust 
providing forfeitable benefits to employees failed of passage. If forfeitable, benefits are 
taxable to the employee upon receipt, under § 72 or § 451(a). If non-forfeitable, case 
law specifies that premiums paid for an annuity are taxable to the employee when the 
contribution by the company is made. If the benefit is originally contingent and not 
taxed, it may be taxed in full when vested, a distinction being made between this and 
the case where forfeitable rights become non-forfeitable and are taxed only on con- 
tributions of the company made thereafter. Morse v. Commissioner, 202 F.2d 69 (2d 
Cir. 1953); U.S. Treas. Regs. § 1.402(b)-1(a) (1956). The result is a chilling one for Mr. 
Morse, who received his policy and the annual payment of $3,000 in 1943 and was taxed 
on the $33,900 cost to his employer less payments received prior to distribution of the 
policy. 

45 Casale v. Commissioner, 247 F.2d 440 (2d Cir. 1957). The 98% stockholder- 
president agreed to remain to retirement and not to compete thereafter. The company 
agreed to pay deferred. benefits and funded the contract with an annuity policy on 
Casale’s life. The court held that Casale did not have any taxable interest in the policy, 
that the proceeds of the policy could have gone to creditors in bankruptcy, and that 
the company could profit on the transaction. He was not taxed on the premiums paid 
by the company. 

46 Commissioner v. Oates, 207 F.2d 711 (7th Cir. 1953). 
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a fund to be made tax-free, nor for capital gains treatment to be accorded 
payments in sum from a non-qualified plan, the advantages of funding are 
considerably lessened. The pitfalls which may occur in drafting these plans 
have been well documented. The doctrine of constructive receipt has been 
utilized by the courts and the Internal Revenue Service to find benefits tax- 
able which were meant to have been postponed.‘* Close attention is paid 
to the form of the bargain. Where the contract as to when and how benefits 
are to be paid is made at arm’s length, no taxation results until the right to 
receive the benefits matures. The doctrine of economic benefit has some- 
times been relied upon to find current rights equivalent to those sought to 
be postponed.** Close attention is paid to the form of benefit. Where there 
is a maturing of a benefit which, while not cash, may be found to be the 
equivalent thereof, current taxation results. The usual method of avoiding 
these applications of doctrine has been to attach contingencies to the plans 
which provide for forfeitures in certain instances or for continued activity 
on the part of the employee beyond his retirement date. 

As compared with qualified plans, non-qualified plans exhibit greater 
uncertainties and enjoy less advantageous tax treatment. The benefits to an 
employee are taxed at ordinary income tax rates, or if already taxed to him 
at these rates, then at annuity rates when finally paid.49 The benefits are 
included in the estate of the employee,®® and unless they are forfeitable do 
not receive the $5,000 exclusion from income tax in the hands of bene- 
ficiaries.5' The only characteristic which qualified and non-qualified plans 
have in common at this time from a tax standpoint is the status of benefits 


47 The doctrine is set forth in Richard R. Deupree, 1 T.C. 113 (1942), that if the 
taxpayer is entitled to money and it is immediately available to him, the fact that he 
doesn’t get it in cash is his choice, and he will nevertheless be taxed on the full amount. 

48 Mr. Justice Clark, dissenting in part, had this to say: “.... In the light of 
modern conditions of life, the satisfying of the highly natural and indeed burning desire 
of most men of middle age to obtain security for their old age and for their widows at 
death seems so clearly an economic benefit that I wonder it has been questioned as 
much as it has.” United States v. Drescher, 179 F.2d 863, 867 (2d Cir. 1950). 

49 Since Int. Rev. Cope or 1954, §§ 402(b) and 403(b), specify that § 72(e) (3) does 
not apply to non-forfeitable rights, conjecture has been raised as to whether it does apply 
to forfeitable rights, or in turn whether § 72 applies to all non-qualified plans or only 
those in which the rights are non-forfeitable. U.S. Treas. Regs. §§ 1.402(b)-1(b) and 
1.403(b)-1(a) appear to indicate the former. Casner, supra note 27, at 437, n. 99. 

50 The exemption of § 2039(c) of the Code is applicable only to benefits under 
qualified plans. The status of rights in unfunded plans is in question inasmuch as § 2039(a) 
is limited by § 2039(b), which does not appear to cover them. See, however, Goodman 
v. Granger, 243 F.2d 264 (3d Cir. 1957). The court there held that the present value 
of annual payments at death to a beneficiary which before death were forfeitable to 
the employee, was includable under the former code provision because death changed 
the right from a probability to a certainty. If an annuity payment is taxable as income 
in respect of a decedent under § 691, an income tax deduction is allowed for the estate 
tax paid. 

51 Int. Rev. Cope or 1954, § 101(b) (2) (B). 


























er ee 
Doe SAS eae BIEN, RTE he CH DRT PO Be Pa ees Bef teal 


RATE 





SPRING ] DEFERRED COMPENSATION 43 


under Illinois inheritance tax procedure.®? There is no connection between 
the tax treatment which these plans receive, however, and the number or 
the status of persons who must be included within plan provisions. The 
maximum discrimination is allowable to the employer in dispensing these 
benefits and utilizing them in bargaining individually for key personnel. 
The conditions which are commonly attached to avoid current taxation of 
the benefits to the employee may be effective, furthermore, in inducing 
continuity of management. The major sacrifice the employer has to make 
is that he cannot take a current deduction which he is certain he wants. 


CONCLUSION 


The problem of designing a deferred compensation plan to achieve 
continuity of management is not simply a tax problem; it is mainly a per- 
sonnel problem. An employee in a bargaining position will hold out for, or 
another employee may shop around for, those benefits offered under a de- 
ferred profit-sharing or pension plan which are most suited to his needs. 
Insofar as these benefits are a substitute for salary, the importance of them 
to the employee may best be analyzed in terms of his own financial and 
family needs. Designing a plan involves a thorough knowledge of which 
employees are the most important for a company to retain, what is offered 
these employees by competitors for their services, and which particular 
benefits might most satisfy the needs that they have in common, if any, now 
and in the foreseeable future. In order to accomplish this, it is necessary 
to examine what types of plans will provide the desired benefits and which 
will offer the company the maximum tax advantages and thus the greatest 
savings with the greatest amount of certainty as to the result. The fact that 
an employee does not receive cash at present raises the question of whether 
he ever will, and, if he does, whether he will need it then and how much it 
will be worth. The assumptions of one employer will differ from those of 
another, and a plan designed for one will be less successful for the other. 
There are bound to be, moreover, times when even a fifty-cent dollar may 
be more attractive to some than a deferred dollar of unknown value. But, 
under present laws and with present inflationary tendencies in the economy 
over the long run, the postponement of taxation, the possibility of accumula- 
tions tax-free until distribution, the avoidance of estate or inheritance taxes 
in part or in whole, and the availability of long-term capital gains rates rather 
than ordinary income tax rates for benefits finally paid, all constitute power- 
ful arguments to use in achieving continuous management. 

Assuming there is a break-even point between how much a company 


52 There seems little point in considering these separately under the law today. 
The treatment has been the same up until now, and the change if any which would 
be brought about by the Schallerer case should apply equally to benefits from qualified 
or non-qualified plans. 
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can afford to pay and how valuable any one employee or group of em- 
ployees is to the company, it should be possible to select a plan which will 
provide the best benefits for the least cost.53 Where more than one objective 
is sought, the tax advantages of a qualified plan make it probable that costs 
could be minimized by its use. If the company is in the position of bargain- 
ing to keep individual executives or meeting competitor’s plans within a 
group of top executives, a non-qualified plan may likely prove least costly. 
Only by close examination of the persons involved, the benefits desired, and 
the various methods of providing them can a successful plan be forged to 
provide continuity of managerial personnel. 


53 Apart from tax considerations only, the investment of funds in equities as a 
hedge against inflation constitutes a separate, important influence on cost not here 
considered. For example, to get a pension equal to 25% of final pay, which will last for 
15 years, 7.2% of the pay of an employee aged 30 who is certain to live to retirement at 
age 65 would need to be contributed by the company. If there were to be a 2% infla- 
tion, with the same rate of salary increase and the same rate of return on investment, 
the company would need to contribute almost 12% of the employee’s pay. Seal, Can 
Pensioners be Protected Against Inflation?, 96 Trusts & Estates 490, 491 (1957). 
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EMPLOYEE STOCK OPTIONS 


BY RICHARD GROSSMAN AND LEO HERZEL * 


INTRODUCTION 


ANY STOCK ACQUISITION PROGRAM by and of itself contributes to 
continuity of management primarily by furnishing key employees with 
sufficient competitive incentives and rewards so that dissatisfaction does not 
arise on this score. The usual stock acquisition program, particularly in 
larger companies, is seldom likely to develop such a large stock ownership 
interest in the executive that this alone would be a significant factor in his 
continuing employment. In smaller, closely-hold companies, employee stock 
programs are often hedged in with restrictions to assure the controlling 
group of continued control and to prevent the sale of stock to outsiders. 
If the restrictions include a right of repurchase on relatively unfavorable 
terms in the event the employee leaves the company’s employ,! protection 
of the value of the stock interest may become a significant factor in inducing 
continuity of employment. However, the grant of stock interest in the 
first instance probably would be correspondingly less attractive to the em- 
ployee. 

A variety of methods are available for an employee stock acquisition 
program, including purchases of stock (on a favorable basis as to price or 
terms of payment, or both), restricted stock options under section 421 of 
the Internal Revenue Code of 1954 and unrestricted stock options, distribu- 
tion of stock as bonuses, the establishment of a qualified stock bonus plan 
under section 401 of the Internal Revenue Code of 1954, or the use of 
management stockholding companies.” Most of these methods (except for 
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* LEO HERZEL. A.B. 1947, University of lowa; M.A. 1949, University of 
Illinois; J.D. 1952, University of Chicago; Associate, Mayer, Friedlich, 
Spiess, Tierney, Brown & Platt, Chicago, Illinois. 


1 There may often be some question about the validity of such a restriction under 
state law. See O’Neal, Restrictions on Transfer of Stock in Closely Held Corporations: 
Planning and Drafting, 65 Harv. L. Rev. 773 (1952). 

2 Various methods of permitting acquisition of stock interests by executives are 
discussed in WASHINGTON AND ROTHSCHILD, COMPENSATING THE CorPORATE EXECUTIVE (rev. 
ed. 1951), and in a series of articles in N.Y.U. 14TH INst. on Fep. Tax. 1047-1141 (1956). 
A stock bonus plan qualified under § 401 of the Internal Revenue Code apparentiy has 
not been frequently used, but presents many favorable tax and other advantages; how- 
ever, such a plan would be required to meet the eligibility and non-discrimination tests 
applicable to pension and profit sharing plans and cannot be limited to the more highly 
compensated employees. For a discussion of alternatives to stock acquisition programs 
and a comparison of the tax consequences to the employer corporation, see also Koerber 
and McDermott, Employee Stock Purchase Plans, 46 Itt. B.J. 208 (1957). 
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restricted stock options or a qualified stock bonus plan) involve the cer- 
tainty or danger of the executives receiving compensation income at the 
time of their acquisition of the shares of the stock or involve other areas 
of uncertain tax consequences. 

Since restricted stock options were first accorded favorable tax treat- 
ment by section 130A of the Revenue Act of 1950,° they have been the 
most popular method in this area. Restricted stock options have the ad- 
vantage of statutory provisions which, although complicated, lead to rela- 
tively predictable tax results. In view of the current popularity of restricted 
stock option programs, this article is primarily directed to a discussion of 
stock options, with particular emphasis on those options qualifying as re- 
stricted stock options under section 421 of the Internal Revenue Code of 
1954.4 However, many of the matters discussed in this article are or may be 
applicable to other types of stock acquisition programs. 


TREATMENT OF STOCK OPTIONS UNDER THE 
INTERNAL REVENUE CODE OF 1954 


Requirements for Restricted Stock Options Under Section 421 § 


Under the existing statutory provisions, a number of requirements must 
be met in order for an option to qualify, and remain qualified, as a restricted 
stock option. These requirements are found in section 421 of the Internal 
Revenue Code of 1954 and are in many respects extremely technical. Regu- 
lations were issued under this section on December 9, 1957.® 

Option Price. The option price must be at least 85 per cent of the fair 
market value of the optioned stock at the time the option is granted.? Vari- 
able price options and options to employees who own stock possessing more 
than 10 per cent of the total voting power in the employer corporation, 
hereafter discussed, are the only exceptions to this requirement. Where 
there is no active market for the stock, every effort should be made to ob- 
tain one or more appraisals from qualified independent persons. Even when 
this has been done, the option price for stock of this character normally 
should not be set at 85 per cent of the appraised value. The major benefit 
from a restricted option is the appreciation in value (if it occurs) of the 
stock, rather than a few percentage points of discount from current value. 


3 64 Stat. 942 (1950) (as amended, now Int. Rev. Cope or 1954, § 421). 


4See Dean, Employee Stock Options, 66 Harv. L. Rev. 1403 (1953), for an ex- 
cellent discussion of the various problems involved in restricted stock options, including 
certain matters (such as accounting problems) not covered by this article. 

5 Various aspects of restricted stock options are discussed in N.Y.U. 141TH Inst. on 
Fep. Tax. 1047-1141 (1956). 

® US. Treas. Regs. §§ 1.421—.421-5 (1957). 
TInt. Rev. Cope or 1954, § 421(d) (1) (A) (i). 
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This benefit should not be jeopardized by too close figuring of the per- 
mitted discount.’ Since the Internal Revenue Service will not give advance 
rulings on valuation, the problem of proper valuation seriously affects the 
availability of restricted stock options for closely-held corporations. 

It has been suggested that the required 85 per cent ratio can be pre- 
served in doubtful valuation situations by a provision for retroactive in- 
crease of the option price, in the event of any tax determination that a 
higher fair market value existed on the granting date than was taken into 
account in establishing the option price. Disregarding the reluctance an 
optionee might have in exercising an option with such a provision if the 
value of the stock had not increased very markedly, the effectiveness of the 
provision is extremely doubtful. The Regulations ® require the option price 
to be fixed or determinable at the time the option is granted. This require- 
ment necessarily is specifically inapplicable to a variable price option (except, 
perhaps, to any maximum option price provided therein), but this would 
not appear to indicate any more favorable reception to a retroactive adjust- 
ment provision in such an option. 

Establishing the date of grant of an option is a necessary prerequisite to 
determining fair market value on that date.1° An option exercisable in vary- 
ing amounts over various periods, or at varying prices during various periods, 
normally will be considered either successive or alternative options, all 
granted at the same time. If, however, the grant is conditioned on the 
happening of certain future events, an option will not be considered granted 
until these events occur, except for the condition of stockholders’ approval, 
which section 421(d)(5) of the Code specifically provides does not affect 
the date of grant. If the effectiveness of an option is to be subject to future 
events and it is desired that the grant not be postponed, care must be taken 
to make these events conditions to the exercise of the option, rather than to 
the grant. It should also be noted that an unreasonable delay in notifying 
the optionees of their options involves the danger that the options may be 
considered not to have been granted until such notice is given.” 

Persons Entitled to Exercise Restricted Stock Options and Periods for 
Exercise. A restricted stock option must by its terms provide that it is not 
transferable by the optionee (otherwise than by will or the laws of descent 


8 This is particularly true where a 95% option will give a high enough tax bracket 
employee a greater total benefit than an 85% option. See Lentz, Restricted Stock 
Options—Problems of the Executive, N.Y.U. 141TH Inst. on Fep. Tax. 1053 (1956). 
Theoretically, if the corporation gives its employees whatever it gains on a 95%, as 
compared with an 85%, option in the form of additional options (assuming they 
could be valued), the employees would always be better off with 95% options. 


®U.S. Treas. Regs. § 1.421-1(d) (2) (i) (1957). 


10 The date of grant is also important in determining whether an option was exer- 
cised within two years of such date, or is exercisable more than ten years after such date. 


11U.S. Treas. Regs. § 1.421-1(b)(1) (1957). 
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and distribution 1?) and during his lifetime is exercisable only by him,! and 
also that it is not exercisable more than ten years from the date it is granted.14 
Provisions permitting the optionee to designate a beneficiary entitled to 
exercise the option after the optionee’s death, and designation of such a 
beneficiary, however, will not disqualify the option as a restricted stock 
option.!5 

Although an option need not by its terms provide that it is exercisable 
by the optionee only during his employment, or within three months after 
cessation of employment, if the optionee himself should exercise !* his option 
at any other time, qualification will be lost.17 In case of death of an optionee 
(either during employment or within three months after cessation of em- 
ployment), however, the person entitled to exercise the option as a result 
of such death is not required to exercise within any three-month period.'® 

Holding Requirements. The restricted qualification also will be lost if 
shares acquired by an optionee are disposed of by the optionee, either within 
two years after the date of granting of his option, or within six months after 
the transfer !® of shares upon exercise of his option. The transfer of shares 
by reason of the death of the optionee is not considered (except in cases of 
joint tenancy) a disposition for the foregoing purposes.” In addition, in case 
of the death of the optionee, either before or after exercise of his option, 
the foregoing restrictions on the time of disposal of shares do not apply to 


12 A restricted stock option is not required to be transferable by will or the laws 
of descent and distribution. If desired, an option apparently can be transferable by the 
estate or beneficiary, in the event of death of the optionee, without destroying the 
qualification. 

18 Int. Rev. Cope or 1954, § 421(d) (1) (B). 

14 Td, § 421(d)(1)(D). A 5-year limitation applies, however, to an option granted 
to a 10% owner under § 421(d)(1)(C) of the Code. The 10-year limitation does 
not apply to options granted before June 22, 1954. However, if modification of an option 
occurs under § 421(e) of the Code, this is treated as a new grant. Also, if an option 
granted before June 22, 1954 omitting the 10-year limitation is amended so as to qualify 
as a restricted option by including the transferability limitations required by § 421(d) 
(1) (B) of the Code, the amendment will be considered not to be a modification under 
§ 421(e) only if the 10-year limitation, running from the date of the original grant, is 
also included. 

15U.S. Treas. Regs. § 1.421-2(a) (4) (1957). 

16 Exercise occurs when a binding commitment to purchase is made. U.S. Treas. 
Regs. § 1.421-1(e) (1957). Actual transfer of shares is not required. The test for 
“exercise” differs from that for “transfer,” for the purposes of the six-months holding 
requirement after transfer (see note 19 infra), or for “disposition” for the purposes of 
the holding requirements. 

17 Int. Rev. Cope or 1954, § 421(a). 

18 Jd, § 421(d) (6) (A) (i). 

197d. § 421(a). A “transfer” is considered to occur on the date on which sub- 
stantially all rights of ownership are transferred. U.S. Treas. Regs. § 1.421-1(f) (1957). 
Transfer, therefore, can occur prior to the date of actual transfer on the stock records. 


20 Int. Rev. Cope or 1954, § 421(d) (4) (A). 
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the person entitled to exercise the option by reason of death?! or to the 
estate or person to whom the shares are transferred by reason of death.”? 

Certain specified exchanges of stock, not giving rise to gain or loss under 
the Code, and a “mere” pledge of stock are not a disposition for the purposes 
of the foregoing non-disposal limitations.?? An inter vivos gift or a financing 
arrangement under which the lender is granted substantially more rights 
than a normal pledgee would be considered a disposition. A sale by the 
pledgee will also be considered a disposition.?4 

Section 421(d)(4)(B) of the Code specifically covers the acquisition 
of shares in the name of the optionee and another, as joint tenants, or transfer 
of shares into such a joint tenancy, neither of which events is considered 
a disposition. However, if the optionee dies and the surviving joint tenant 
becomes entitled to the shares, this is considered a disposition. The use of 
a joint tenancy, therefore, seems inappropriate in most cases, since the 
death of the employee within six months after the date of exercise would 
destroy the qualification, but this would not occur if the shares instead 
passed to his estate or by bequest or inheritance. 

Miscellaneous Requirements. Restricted stock options must be granted 
for a reason in connection with the employment of the optionee ** and, at 
the time of such grant, he must be an employee of either the corporation 
granting the option, or a parent or subsidiary of such corporation.”® The 
parent or subsidiary relationship is fixed as of the time of grant.?7 The em- 
ployment relationship must exist not only at the time of grant, but also at 
the time of exercise or within three months prior thereto.?* 

Section 421(g) of the Code permits, under certain circumstances, 
another corporation to be substituted for the granting corporation, either 
by assuming an outstanding stock option or issuing a new option in lieu 
thereof, without affecting the restricted status. The transaction resulting 
in such substitution need not be non-taxable,”® nor is it necessary that any 
obligation exists requiring the substitution.*° The substitution is permitted, 


21 Td. § 421(d) (6) (A) (i). 

22U.S. Treas. Regs. §§ 1.421-5(a) (2), (d) (1) (1957). 

23 Int. Rev. Cope or 1954, § 421(d) (4) (A). 

24U.S. Treas. Regs. § 1.421-5(a) (3) (1957). 

25 Int. Rev. Cope or 1954, § 421(d) (1). 

26 U.S. Treas. Regs. § 1.421-2(a) (3) (1957). 

27 Id. § 1.421-3(c). 

28 INT. Rev. Cope or 1954, § 421(a). Inasmuch as parent and subsidiary are defined 
in §§ 421(d)(2) and (3) as excluding the employer corporation, some doubt could be 
present whether an optionee who is not an employee of the corporation granting the 
option, could meet the requirement of § 421(a) that at the time of exercise of his 
option (or within the prior three months) he is an employee of the corporation granting 
the option or a parent or subsidiary. Section 21 of the Technical Amendments Bill of 
1958, H.R. 8381, 85th Cong., 2d Sess. (1958) (passed by the House on January 28, 1958), 
would remove this uncertainty. 

29U.S. Treas. Regs. § 1.421-4(d) (1) (1957). 

30 Td. § 1.421-4(d) (3). 
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however, only under circumstances where no additional benefits are con- 
ferred on the optionee as a result of the substitution. 

The Regulations provide that a restricted option, when granted, must 
be evidenced in writing, expressing, among other things, an offer to sell at 
the option price and the period of time during which the offer remains 
open.*! There is no specific requirement that the written evidence be de- 
livered to the optionee when the option is granted. Since the Regulations 
recognize that there can be a reasonable delay in giving notice to the 
optionees of the grant,®? they would also appear to recognize that the 
written evidence of the options initially may be given to an independent 
person or institution, rather than to the optionees. 

Special Rules for 10 Per Cent Owners. If the optionee and certain mem- 
bers of his family, directly or indirectly, own 10 per cent of the combined 
voting power of all classes of stock of his employer, or a parent or sub- 
sidiary, certain special rules are applicable.** The option of such a 10 per 
cent owner cannot qualify as a restricted option unless (1) the option price 
is at least 110 per cent (rather than 85 per cent) of the fair market value 
of the stock at the time the option is granted,** and (2) his option by its 
terms is not exercisable more than five (rather than ten) years from the date 
it is granted. In other respects, however, the requirements for restricted 
stock options are applicable. 

Variable Price Options. As previously indicated, the option price under 
a restricted stock option can be a variable formula price, based upon the fair 
market value of the optioned stock.*® The only variable permitted in the 
formula is the value of the stock at any time during a period of six months, 
either beginning with, ending with, or spanning the date of exercise of the 
option. For the purpose of determining whether the option price at the 
date of grant is at least 85 per cent of the market value of the stock on the 
date of grant, the formula must be applied as if exercise had occurred on 
that date (regardless of whether the option under its terms could have been 
then exercised), and the formula, as so applied, must result in an option price 
of not less than 85 per cent of the value of the stock on the date of grant. 
Thus, a formula price of 90 per cent of fair market value at the time of 
exercise would automatically qualify since, if the option had been exercised 
on the date of grant, the option price would have been 90 per cent of fair 
market value on that date. Subject to the comments below concerning the 
Technical Amendments Bill of 1958, if the formula price is 90 per cent of 


317d. § 1.421-1(a). 

82 Id. § 1.421-1(b) (1). 

33 Apparently, this is not limited to a parent or subsidiary granting the option, but 
applies to any parent or subsidiary. 

34 This would appear to deny to a 10% owner the availability of a variable price 
option. 
35 Int. Rev. Cope or 1954, § 421(d) (1) (A) (ii). 
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the average fair market value during two months before the date of exercise, 
it would be necessary to determine 90 per cent of the average fair market 
value during the two months before the date of grant, and if the resulting 
option price equalled 85 per cent of the fair market value at the date of 
grant, the formula would be proper. é 
A variable price formula may include a minimum or maximum price, 
or both, so long as these prices are fixed and not variable,* and so long as 
the maximum, applied as of the date of grant, is at least 85 per cent of the 
fair market value at that time. Recent declines in security values may in- a 
crease the popularity of a variable price formula, with a maximum option 
price, thus avoiding the necessity of meeting the modification requirements, 
hereafter discussed, in case a fixed dollar option price is sought to be re- 
duced. A maximum price limitation, however, is hardly consistent with the < 
avowed incentive aspects of the normal option, and may add problems from e 
a corporate standpoint; ** but perhaps modification of an option because of 
a declining security market really involves the same inconsistency. 
The variable price provisions have created the possibility of unintended 
benefits in a declining market, which have led to the enactment of section 
22 of the Technical Amendments Bill of 1958.38 The House Committee 
Report ® accompanying this Bill gives an example involving the following 
facts: Fair market value of the stock has fallen from $150 on a date two 
months prior to the date of grant to $100 on the date of grant. A formula 
price of 56.7 per cent of the value of the stock two months prior to the date 
of exercise would be proper under these circumstances. This is so, because 
applying the formula on the date of grant, as if the option were then exer- 
cised, would result in a price of $85.05 (56.7 per cent of the $150 value two 
months before the date of grant), which is more than 85 per cent of the 
$100 value on the date of grant. Even more extreme look-back possibilities . & 
have been mentioned.*® If in the foregoing example, the formula were $65 
below the value two months before the date of exercise, the 85 per cent 
test at the date of grant would be met, and if the value of the stock should 
fall to $65, the option would not by its terms require any payment for 
exercise. However, as previously indicated, formulas of this character may 
present corporate problems.*! 
Possibly, the Technical Amendments Bill of 1958 will have been en- 
acted at the time of publication of this article. If it is enacted with a 
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36 U.S. Treas. Regs. § 1.421-1(d) (2) (ii) (1957). 

37 See the discussion at p. 73 infra. 

38 H.R. 8381, 85th Cong., 2d Sess. (1958), quoted in note 42 infra. 

39 H.R. Rep. No. 775, 85th Cong., Ist Sess. 67 (1957). 

49See Webster, Restricted Stock Options in a Declining Market, 44 A.B.A.J. 68 
Et (1958). 

41 See also the discussion at p. 73 infra. 
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provision similar to section 22 of the Bill, careful consideration of such 
section would be necessary in every case of a variable price formula.*? 

Modification of Options. Care should be taken to draft carefully an 
option to avoid the necessity of future amendment. If a modification, ex- 
tension, or renewal of an option occurs, this is treated as the granting of a 
new option ‘8 and section 421(e)(1)(B) provides that the fair market value 
at the time of granting of the option shall be considered to be the highest 
value of the stock at the date of original grant, the date of the modification, 
or the date of any intervening modification. Thus, in case of a modification, 
extension, or renewal, an option will retain its restricted character only if 
the option price is at least 85 per cent (or 110 per cent in case of a 10 per 
cent owner) of the highest of these values. Under the existing variable 
price provisions, the same relationship of option price to the highest value 
would be required to exist on the date of the modification, extension, or 
renewal as if the option were then exercised.** 


“2 Int. Rev. Cope or 1954, § 421(d) (1) (A) (ii), as proposed to be amended by § 22, 
would continue to require that the option price under a variable price option, “com- 
puted as if the option had been exercised when granted,” meets the 85% of “fair market” 
value test at the time of grant. (Sec. 22 adds the phrase “fair market,’ but this seems 
to be only a clarification of the previous meaning.) 

Section 22 would also amend § 421(d) by adding the following definition as § 
421(d) (7): 

“VARIABLE PRICE OPTION.—The term ‘variable price option’ means an option 
under which the purchase price of the stock is fixed or determinable under a formula 
in which the only variable is the fair market value of the stock at any time during a 
period of 6 months which includes the time the option is exercised; except that in the 
case of options granted after November 7, 1956, such term does not include any such 
option in which such formula provides for determining such price by reference to the 
fair market value of the stock at any time before the option is exercised if such value 
may be greater than the average fair market value of the stock during the calendar 
month in which the option is exercised.” (Emphasis added.) 

Sec. 22 of the Bill applies to an option granted after November 7, 1956 containing 
a variable price formula which provides for determining the option price by reference 
to fair market value at any time before the option is exercised. In the case of such an 
option, § 22 requires that the value used cannot exceed the average fair market value 
of the stock during the calendar month in which the option is exercised, and this 
requirement is applicable no matter what percentage (even 100%) of value is provided 
by the formula, and would apply, if for purposes of convenience, the formula was based 
on value on the day preceding the exercise date. It is clear from the House Committee 
Report that if the average value requirement is applicable, the formula itself must 
specifically spell out the requirement. In other words, failure to do so would disqualify 
the option, even if the option price computed at the date of grant exceeds 85% of the 
average value during the month of exercise. This peculiar result (which is not im- 
mediately obvious from an examination of § 22) arises from the manner in which §22 
of the Bill is drafted. Also, an average value requirement of the foregoing character 
would serve to discourage the exercise, at any time other than on the last day of the 
month, of a variable price option with a look-back provision, and, if exercise at another 
time were permitted by the terms of the option, would require provisions in the option 
for adjustment of the price paid on exercise. 

43 INT. Rev. Cope or 1954, § 421(e) (1) (A). 

44 Sec. 22 of the Technical Amendments Bill of 1958, 85th Cong., 2d Sess. (1958), 
coupled with the modification provisions, would have the effect of requiring that a 
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Section 421(e)(1) of the Code, however, makes the foregoing valuation 
requirements inapplicable if the mean fair market value of the monthly aver- 
age fair market values *° for the twelve consecutive calendar months before 
the modification, extension, or renewal is less than 80 per cent of the fair 
market value on the date of the original grant or of any higher value on 
any intervening modification, extension, or renewal date. Thus, in a market 
where a substantial decline has existed over at least the last twelve calendar 
months, revision of the option price to reflect the current lower value is 
permitted, 

Since a modification, extension, or renewal is considered the grant of a 
new option, a new two-year holding period will begin to run. This applies 
even to an option which, because of a long term decline in market values, 
may be amended to reflect the lower current value. 

Section 421(e)(2) of the Code defines a modification as any change 
which gives the employee additional benefits, excepting a change attributable 
to the issuance or assumption of an option by a substituted corporation 
under the requirements previously discussed, or a change providing that the 
option is not transferable otherwise than by will or the laws of descent and 
distribution. If an option does not qualify as a restricted stock option, then 
any revision of the option to permit it to qualify is, except as above noted, 
a modification.47 The Regulations 4% state that a change to reflect stock 
dividends or splits, or the like, is not a modification; however, it may be 
that this is applicable only if the option itself contains some sort of an anti- 
dilution provision, no matter how general. 

The recent decline in market values has raised the question as to the 
possibility of cancelling existing fixed price options based upon a higher 
earlier value, and issuing new options to the same employees for the same 
number of shares, based instead upon the lower current value. Such a pro- 
gram would obviously present problems from a corporate standpoint.*® In 
addition, there would be substantial danger that this procedure would be 
considered a modification of the original options and, thus, feasible from a 
tax standpoint only if the value of the stock has declined to such an extent 
and for such a period that, under the 80 per cent rate previously discussed, 


look-back formula applied at the date of modification could not use a value greater than 
the average value during the month of modification, which, in turn, must be at least 
85% of the highest value of the stock at the date of original grant, the date of modifica- 
tion, or the date of any intervening modification. 

45In the case of stocks listed on a stock exchange, the monthly average fair 
market value of the stock may be determined by taking the mean of the highest and 
lowest quoted selling price for the month. U.S. Treas. Regs. § 1.421-4(b) (3) (1957). 

46 See note 14 supra as to the necessity of also including the 10-year exercise 
limitation, if not already included. 
47 US. Treas. Regs. § 1.421-4(c) (2) (1957). 
48 Td. § 1.421-4(c) (1). 
49 See pp. 73-74, 77 infra. 
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the higher value of the stock on the date of original grant may be ignored. 
If, however, the original options remained in existence and additional options 
based on the lower current value were granted, no modification of the 
original options would be present, but the problems from a corporate stand- 
point would be intensified. 


Tax Consequences of Restricted Stock Options 


As to the Employer. The transfer of shares pursuant to the exercise of 
a restricted stock option gives rise to no trade or business expense deduction 
with respect to such shares.5° Different results follow, however, if any 
applicable holding requirements are violated as to any shares, in which case 
the option with respect to such shares is generally subject to the treatment, 
hereafter discussed, applicable to non-qualified options.°! 

As to the Employee. No income results to an employee upon his exer- 
cise of a restricted stock option.5? Also, subject to the special rules applicable 
to 85-95 per cent options, any gain or loss on sale or exchange by the em- 
ployee of the stock would be a long term capital gain or loss. 

Certain special rules are applicable to a restricted stock option under 
which the option price (computed in the case of a variable price option as 
if exercised at the date of grant) is 85 per cent or more, but less than 95 per 
cent of the fair market value at the time of grant.5* Upon disposal by the 
employee of any shares acquired under such an option, or upon his death 
while owning any such shares, the employee will be considered to have 
received compensation (taxable at ordinary income rates) with respect to 
the shares so disposed of or owned, but no deduction is allowed the em- 
ployer on account thereof. The amount of such compensation under a non- 
variable price option is the excess of (a) the fair market value of the shares 
at the time of disposition or death, or at the time the option was granted, 
whichever is lesser, over (b) the option price. The amount of such compen- 
sation under a variable price option is the lesser of (a) the excess of fair 
market value of the shares at the time of disposition or death over the option 
price paid, or (b) the excess of fair market value of the shares at the time 


50 Int, Rev. Cope or 1954, § 421(a)(2). In determining whether a restricted stock 
option would benefit an employee more than payments taxable as compensation, a 
corporation should take into account the loss of its deduction. If the corporation is 
subject to surtax, an employee would receive a greater benefit, at the same cost to the 
corporation, from a payment taxable to him as compensation, if additional compensa- 
tion were taxable to him at a rate less than 52%. If an adjustment is made for the 
fact that the employee may later pay a tax at capital gain rates (and a tax on compensa- 
tion in the case of an 85-95% option), the result would be that the employee would 
be better off even if he were paying a tax on additional compensation at a rate higher 
than 52%. See Koerber and McDermott, Employee Stock Purchase Plans, 46 Iv. B.J. 
210, n. 2 (1957). 


51 See p. 58 infra. 
52 Int. Rev. Cope or 1954, § 421(a) (1). 
53 Id. § 421(b). 
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the option was granted over the option price computed as if exercised at 
the time of grant. The amount so included as compensation to an employee 
is added to the option price paid for the purpose of determining his cost 
basis.54 

If the employee does not comply with the holding requirements, the 
treatment afforded non-qualified options will govern,®* rather than that 
mentioned above. 

As to the Optionee’s Estate or Beneficiary. The estate or beneficiary of 
a deceased employee can receive either shares previously transferred to the 
employee upon his exercise of a restricted stock option, or the right to 
exercise an outstanding restricted stock option granted to him. 

Where shares are received by the estate or beneficiary, they will have 
the same basis for valuation for federal estate tax purposes as any other 
shares of stock. As previously noted, the holding requirements are not ap- 
plicable to the estate or beneficiary. 

If the estate or beneficiary instead receives the right to exercise an 
outstanding restricted stock option, the option must be valued for federal 
estate tax purposes. If exercise by the estate or beneficiary is permitted im- 
mediately upon death (or at the optional estate tax valuation date if ap- 
plicable), the option, absent special circumstances, would be valued at the 
excess of the fair market value over option price at the date of death or at 
the optional estate tax valuation date, if applicable. If the option is not 
exercisable until some period after death, then difficult problems of valua- 
tion will be involved. 

Exercise of the option by the estate or beneficiary will be treated in the 
same manner as exercise by the employee during his lifetime.5® Thus, no 
income to the estate or beneficiary will result from such exercise.57 As 
previously noted, however, the holding requirements are not applicable to 
the estate or beneficiary. If the option price is 85 per cent or more but less 
than 95 per cent, then any transfer of the shares by the estate or beneficiary 
(including distribution of the shares by the estate **) will require the estate 
or beneficiary to include in its or his gross income the same amount of 
compensation as the employee would have been required to do upon dis- 
position of such shares by him.®® Compensation so included in gross income 


54 Tr has been remarked that, depending upon his top tax bracket, an employee may 
receive more advantage from a 95% than from an 85% option. See note 8 supra. 

55 See discussion at p. 58 infra. 

56 InT. Rev. Cope or 1954, § 421(d) (6) (A). 

57 U.S. Treas. Regs. § 1.421-5(d) (1) (1957). 

58 The Regulations specifically treat a distribution of assets by an estate as a trans- 
fer for this purpose. It is questionable that this is a correct interpretation of § 421. See 
Guterman, Stock Options of Deceased Executives, N.Y.U. 14Tx Inst. on Fep. Tax. 1085, 
1090 (1956). 

59 U.S. Treas. Regs. § 1.421-5(d) (2) (1957). 
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of the estate or beneficiary is treated as an amount of gross income in re- 
spect of a decedent for the purposes of section 691 of the Code; and the 
estate tax, attributable to including the amount of such compensation in the 
value of the option for estate tax purposes, is available under section 691 
as a deduction from gross income of the estate or beneficiary. 

Prior to the Act of February 11, 1958,*! discussed below, an estate or 
beneficiary exercising a restricted stock option owned by the decedent at 
the time of his death was not in as favorable a tax position, if the stock 
was worth more at the date of death than the option price, as would have 
been the case if the option had instead been exercised by the employee be- 
fore death. This resulted from the fact that although an option unexercised at 
death was required to be valued for federal estate tax purposes, there was 
no increase on this account in the basis of stock acquired on the exercise 
of the option by the estate or beneficiary.®? 

The Act of February 11, 1958 seeks to avoid these disadvantages to an 
estate or beneficiary, in cases where the employee died after December 31, 
1956. The only provisions of section 421 affected by the act are those deal- 
ing with the exercise of restricted options by an estate or beneficiary. The 
act provides that where a restricted stock option is exercised after the death 
of an employee, the basis of the shares acquired under the option includes 
the value of the option for estate tax purposes with respect to such shares. 

As previously mentioned,® section 421(b) provides that in determining 
the basis of shares acquired under an 85-95 per cent option, the amount 
taxable as compensation upon disposition of the shares is added to the basis. 
To avoid the doubling-up of basis, which would otherwise be a result of the 
1958 act in case of the exercise of an 85-95 per cent option after death of 
the employee, the act permits the amount taxable as compensation to be 
added to the basis of the shares only if, and to the extent that, the amount 
taxable as compensation exceeds the value of the option for estate tax pur- 
poses. This restriction, however, does not affect the method of allocation 
of a portion of the value of the option to the compensation element for 
the purposes of the section 691 deduction. 

The 1958 act also contains a special provision designed to avoid unin- 
tended benefits from the act in the over-all tax position (disregarding differ- 
ences between capital gain and ordinary income rates and differences caused 
by timing of the tax) of an estate or beneficiary, where an 85-95 per cent 
option has not been exercised at death, and market value of the optioned 


60 INT. Rev. Cope or 1954, § 421(d) (6) (B); see U.S. Treas. Regs. § 1.421-5(d) (3) 
(1957). 

61 Pub. L. No. 85-320, 72 Srat. 4 (1958). 

62 See Guterman, supra note 58, for a general discussion, including an example of 
circumstances under which an estate fares worse if the option has not been exercised 
before death. 

63 See p. 55 supra. 
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shares has declined from the date of death to the date of disposition of the 
shares. In such a situation, the amount included in compensation income 
would be less than if the employee had exercised the option prior to death.* 


Stock Options Which Do Not Qualify as Restricted Under Section 421 


Early in the history of the income tax law, the Treasury decided that 
employee stock options should be taxed at the time of exercise as ordinary 
income on the difference between fair market value at exercise and option 
price.* Presumably, the decision not to treat employee stock options as 
compensation taxable at the date of grant was made because of the difficulty 
involved in finding a fair market value for most options at such time. How- 
ever, the Treasury’s policy was not always successful in the courts, which 
began to accord recognition to a distinction between options which were 
granted primarily as compensation and options which were granted primarily 
to give the employee a proprietary interest in the corporation: compensa- 
tory options were taxable as ordinary income at the time of exercise, but 
proprietary options were not taxable until the stock acquired was sold 
when there was a tax at capital gain rates.°* It was, of course, extremely 
difficult to be sure what kind of option one was dealing with. The 
Treasury acquiesced in this distinction in 1939 after the Geeseman decision, 
and until 1945, this distinction was a part of the Regulations.®* 


64 The necessity for the special provision in this regard arises from the complicated 
nature of § 421 of the Code. An example in the House and Senate Reports (H.R. Rep. 
No. 1128, 85th Cong., Ist Sess. (1957); S. Rep. No. 1183, 85th Cong., 2d Sess. (1958) ) 
involves an 85% option where the value of the stock was $100 at the date of grant, $120 
at the date of death, and $90 at the time of disposition by the estate. If the employee 
had exercised the option before death and died holding the shares acquired, $15 of 
compensation income would have resulted on death, the stock would have been valued 
at $120 at death (and thus would have had a cost basis of $120), and, upon disposition 
by the estate, capital loss of $30 would have resulted—an over-all net taxable loss for 
income tax purposes (disregarding any differences between ordinary income and 
capital gain rates) of $15. If, however, the employee had died without exercising the 
option and the estate had exercised the option, the estate’s basis for the stock would 
have been $120 (the option presumably would have been valued at $35), and, upon 
disposition by the estate, its compensation income would have been $5 (the excess of 
the $90 value at the time of disposition over the $85 option price), and, in the absence 
of any special provision, the estate would have had a capital loss of $30 and an over-all 
net loss for income tax purposes (again not differentiating between ordinary income and 
capital gain rates) of $25. The special provision applies in this situation and would 
have required reduction of the estate’s basis for the stock by $10 (the excess of the $15 
which would have been includable as compensation income if the employee had 
exercised before death, over the $5 included as compensation income on disposition by 
the estate), thus resulting in an over-all loss for income tax purposes of $15, the same 
amount which would have resulted if the employee had exercised before death. The 
special provision, of course, is imperfect in ignoring the differences between ordinary 
income and long-term capital gain rates and differences in the timing of the tax. How- 
ever, perfection may be less desirable than making § 421 any more incomprehensible in 
its refining aspects than has already been done. 

65 1.T. 3435, II-1 Cum. Butt. 50 (1923). 

66 Delbert B. Geeseman, 38 B.T.A. 258 (1938). 


67 U.S. Treas. Reg. 111, § 29.22(a)-1 (1943). 
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In 1945, the United States Supreme Court decided in Commissioner v. 
Smith ®* that the employee’s stock option involved in the case was taxable at 
the time of exercise. Thereupon, the Treasury amended its Regulations and 
returned to its pre-Geeseman position with respect to stock options granted 
after February 26, 1945, the date of the Smith decision.*® There was still a 
substantial amount of resistance in the courts to the revised Treasury policy 
because some courts thought that the Smith decision was limited by the 
Tax Court’s finding of fact that the option was given to the employee as 
compensation for services and adhered to the old proprietary-compensatory 
distinction.” In Commissioner v. LoBue,™ however, the Supreme Court put 
the proprietary-compensatory distinction to rest and held that employee 
stock options were by their nature compensatory. 

The proposed regulation dealing with unrestricted stock options 7? was 
issued after the LoBue case. It continues the position in the post-Smith 
regulation of treating employee stock options as compensation “at the time 
the property is transferred to the employee pursuant to an exercise of the 
option” and taxable to the extent of the excess of fair market value at the 
time of the transfer over option price.7? The employer is permitted to take 
a deduction for business expense for the same amount in the same year.” 
The proposed regulation applies to an option which is not restricted at the 
time it is granted, to an option which is modified so that it no longer qualifies 


68 324 U.S. 177, 65 Sup. Cr. 591 (1945). 

69 U.S. Treas. Reg. 111, § 29.22(a)-1, as amended, T.D. 5507, 1946-1 Cum. Butt. 18; 
I.T. 3795, 1946-1 Cum. Buti. 15. The Geeseman regulation was retained for options 
granted prior to February 26, 1945. It is doubtful whether either the holding or language 
of the Smith decision justified this reversal in the Treasury’s position. 

7 Commissioner v. LoBue, 223 F.2d 367 (3d Cir. 1955), rev’d, 351 U.S. 243, 76 Sup. 
Cr. 800 (1956); Commissioner v. Straus, 208 F.2d 325 (7th Cir. 1953); Abraham Rosen- 
berg, 20 T.C. 5 (1953); Norman G. Nicolson, 13 T.C. 690 (1949). 

71 351 U.S. 243, 76 Sup. Crt. 800, rehearing denied, 352 U.S. 859, 77 Sup. Ct. 21 (1956). 

72U.S. Treas. Proposed Regs. § 1.421-6, 21 Fep. Rec. 8774 (1956). 

73 Jd. § 1.421-6(b)(1). The Tax Court, in Philip J. LoBue, 28 T.C. 1317 (1957), 
following remand from the Supreme Court, and Estate of James S. Ogsbury, 28 T.C. 
93 (1957), held that compensation income under a non-restricted stock option was 
received when the optionee became unconditionally obligated to pay the option price, 
rather than at the later date on which payment of the option price was made and the 
shares transferred. These decisions are inconsistent with the proposed regulation, 
under which the taxable event occurs at the time the stock is transferred. In Ogsbury 
the optionee’s obligation was to pay the option price on such date as he elected, but 
in no event later than termination of his employment or six months after his death 
while employed. One of the options in LoBue was exercisable only if the optionee 
was employed on June 30, 1945. On May 1, 1945, the optionee gave his promissory 
note for the option price under this option and on May 24, 1946 he paid the note and 
received the stock under the option. Since the year 1945 was barred, the Tax Court 
found is unnecessary to decide whether this option was exercised on May 1 or June 
30, 1945. Ogsbury has been appealed to the Court of Appeals for the Second Circuit 
by the Commissioner and the taxpayer and LoBue has been appealed to the Court of 
Appeals for the Third Circuit by the Commissioner. 


74U.S. Treas. Proposed Regs. § 1.421-6(d), 21 Fep. Rec. 8775 (1956). 
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as a restricted option, and to an option which, although originally a re- 
stricted stock option, is subject to a disqualifying disposition of stock; except, 
however, that in the case of a disqualifying disposition, the year in which 
income is to be included or the deduction taken is determined by section 
421(f) of the Code and section 1.421-5(c) of the Regulations.” 

Although the proposed regulation apparently provides the contrary,” 
there is still a possibility that an employee stock option which does not 
come within section 421 can be taxed as compensation at the time it is 
granted instead of at the time it is exercised. There are several cases which 
have permitted this.?7 The minimum conditions for a successful claim that 
an employee option should be taxable at grant and not at exercise seem to be 
(1) that the option has an ascertainable market value at the time of grant 
and (2) that the employer and employee intend that the employee receive 
compensation at the time of grant.7® The first condition can probably be 
fulfilled only if the option is transferable, as it has been in the decided cases 
which have permitted a tax at grant. The second condition probably poses 
no real difficulty if both employer and employee at the time the option is 
granted make it clear throughout the transaction that they intend the option 
itself to be compensation.”® 

There is support in both Smith and LoBue for such a claim. In Smith, 
the court emphasized that the option “was not found to have any market 
value when given,” ®° and stated that it did not follow “that in other cir- 


™ Td. §§ 1.421-6(b) (6), -6(d), 21 Fep. Rec. 8775 (1956). 

76 The regulations under Int. Rev. Cope or 1954, § 61, which define gross income, 
provide that, except as otherwise provided in § 421 and the regulations under it, a 
bargain purchase by an employee from his employer is compensation and is taxable 
at the time of transfer. U.S. Treas. Regs. § 1.61-2(d) (2), 22 Fen. Rec. 9420 (1957). This 
seems to indicate that the Treasury intends to attempt to tax all unrestricted options 
uniformly at the time of transfer. 

™ McNamara v. Commissioner, 210 F.2d 505 (7th Cir. 1954); Commissioner v. 
Stone’s Estate, 210 F.2d 33 (3d Cir. 1954). In Stone, the court relied on the regula- 
tion which has now become § 1.61-2 of the Regulations under the 1954 Code, which 
was the same at that time as at present, except for the reference to § 421. 

78 McNamara v. Commissioner, supra note 77. 

Tt is probably helpful for this purpose if the employer takes its deduction in the 
year of grant. However, in Stone, supra note 77, the employer took a deduction in the 
year of grant for the same amount the employee declared as additional compensation 
due to the receipt of the options (transferable warrants), but also claimed, in the year 
in which the options were sold, as a deduction for compensation paid to the employee, 
an amount equal to the amount reported by the employee as capital gain income derived 
from the sale of the options themselves. The Tax Court said that: “. ... While in 
certain circumstances the action taken by the corporation might be a factor to be con- 
sidered in determining the intent of the parties, we do not think it is controlling. . . . 
The mere stipulated fact that the corporation claimed such a deduction [equal to the 
income derived from the sale of the options by the employee} under the facts here 
presented, is of no material significance. . . .” Estate of Lauson Stone, 19 T.C. 872, 
878 (1953). 

80 324 US. 177, 181, 65 Sup. Cr. 591, 593 (1945). 
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cumstances not here present the option itself, rather than the proceeds of 
its exercise, could not be found to be the only intended compensation.” 
In LoBue, the court remarked that “it is of course possible for the recipient 
of a stock option to realize an immediate taxable gain.” * 

One suggestion, often mentioned as a possibility for reducing taxes on 
unrestricted stock options, is to place relatively short-term restrictions on 
the disposition of the optioned stock, so that the stock acquired by the em- 
ployee upon exercise will have no ascertainable market value at that time. 
This suggestion contemplates that any tax will be postponed until sale of 
the stock by the employee (by which time the restrictions will have 
terminated) and when imposed, will be at capital gain rates. 

In Harold H. Kuchman,** the stock received by an employee on exercise 
of his option was found not to have a fair market value at that time because 
of the employee’s agreements that he would not sell the stock for one year 
and that if he left employment, he would offer to resell the stock at the 
same price to his employer. Accordingly, the Tax Court held that the em- 
ployee was not subject to tax at the time of exercise of his option. This 
result is consistent with several other decisions ** and also with the proposed 
regulation, which recognizes that where stock is transferred to an employee 
subject to restrictions which “substantially affect its value,” compensation 
is not realized by the employee at that time.*® Even in this area, however, 
there can be disagreement as to whether or not particular restrictions either 
substantially affect the value of stock or make it impossible to ascertain 
fair market value. 

The above-mentioned suggestion also contemplates that compensation 
income will not be realized at the time the restrictions lapse, and Robert 
Lehman ** is relied upon in this regard. In Lehman, the optioned shares were 


81 Jd, at 182, 65 Sup. Ct. at 593. 

82351 U.S. 243, 249, 76 Sup. Cr. 800, 804 (1956). See also Estate of James S. 
Ogsbury, 28 T.C. 93 (1957), where the court remarked (dictum): “An assignable 
option with a readily ascertainable market value may constitute extra compensation 
and therefore, taxable income in the year in which the option is granted. Commissioner 
v. LoBue .. . , Commissioner v. Smith. . . .” 

8318 T.C. 154 (1952). 

84 See, e.g., MacDonald v. Commissioner, 230 F.2d 534 (7th Cir. 1956), where the 
employer and employee orally agreed that the optioned stock acquired by the em- 
ployee would not be sold during his employment. MacDonald also appeared to accept 
the view that the insider’s profits provisions of § 16(b) of the Securities Exchange Act 
of 1934, which would have been applicable to a sale within six months after acquisition, 
was an additional factor in making market value unascertainable. See also Phil Kalech, 
23 T.C. 672 (1955). The validity of certain of the restrictions may be questioned, and 
if restrictions are to be placed on stock, care should be taken that unreasonable re- 
straints on alienation are not imposed. See O’Neal, Restrictions on Transfer of Stock 
in Closely Held Corporations: Planning and Drafting, 65 Harv. L. Rev. 773 (1952). 

85 U.S. Treas. Proposed Regs. § 1.421-6(b), 21 Fep. Rec. 8774 (1956). 

8617 T.C. 652 (1951). The optionee was not an employee, but instead was a partner 
in a firm underwriting securities of the corporation and received the option in connec- 
tion with underwriting activities for the corporation. 
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subject to certain restrictions on disposition and it was stipulated that the 
shares had no ascertainable value at the time of acquisition. The restrictions 
lapsed and thereafter the shares were sold by the optionee. The court held 
that the stock was taxable at the time of sale at capital gain rates (whether 
ordinary income, rather than capital gain, treatment should be afforded was 
not discussed), since income was not realized by the optionee at the time 
the restrictions lapsed. Lehman is the only decision of its kind in the stock 
option field and is disregarded completely in the proposed regulation,’? 
which provides that where stock subject to restrictions substantially affecting 
its value is transferred to an employee pursuant to an option, so that he does 
not receive compensation income at that time, the employee realizes compen- 
sation income at the time the restrictions lapse.*8 The proposed regulation 
fixes the amount of compensation income as the excess of fair market value 
at the time of such lapse over the option price paid,*® which would lead to 
a curious result in a rising market. Preparation of an option program at 
this time in reliance on Lehman would appear risky. 

It is possible, of course, that optioned shares acquired subject to re- 
strictions may be sold by the employee in accordance with the restrictions, 
and while they are in effect, but nevertheless at a higher price than paid 
under the option. The proposed regulation does not specifically cover this 
situation. As a logical inference from the proposed regulation, it might be 
expected that the Treasury would take the position that this involves a lapse 
of the restriction and compensation income to the extent of the excess of 
sale price over option price. However, neither the courts nor the Treasury 
have been consistent in such cases in the past, the Treasury having taken 
whatever position was most advantageous to the Government at the time.®! ° 


87 U.S. Treas. Proposed Regs. § 1.421-6(b), 21 Fep. Rec. 8774 (1956). 

88 This would require the employee to pay a tax at a time when he received no 
additional cash, and many employees would be required either to sell some stock at 
this time or to borrow with the stock as security to finance the tax payment, which 
might also involve problems under the Federal Securities Act of 1933. See the discussion 
at p. 63 infra. 

89 U.S. Treas. Proposed Regs. § 1.421-6(b), 21 Fep. Rec. 8774 (1956). 

%° Stock free of restrictions obviously is more valuable than the same stock subject 
to restrictions. If value increases between the date of transfer to the employee and the 
date on which restrictions lapse, then, under the proposed regulation, the employee 
receiving the more valuable restriction-free stock would have the smaller amount of 
compensation income, although he might have a greater capital gain if he should sell 
the stock before he dies. 

%1Jn Patent Button Co. v. Commissioner, 203 F.2d 479 (2d Cir. 1953), and National 
Clothing Co., 23 T.C. 944 (1955), the corporations sold stock to key employees, retaining 
the right to repurchase the stock at a formula price when an employee left the company. 
(In Patent Button, the employee could require the company to repurchase at the same 
formula price if he left the company.) There was some question in both cases as to 
whether there was an actual sale of the stock to the employees, since the stock was to 
be paid for out of dividends or commissions paid by the company and the outstanding 
purchase price did not bear interest. In both cases, the Commissioner took the position 
that the corporation was not entitled to a deduction when the corporation purchased 
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SECURITIES ACT AND RELATED MATTERS 
Federal Securities Act of 1933 


Stock options granted by a corporation, of course, involve an offering 
by it of the shares issuable upon exercise of the options. The necessity of 
registration of the shares under the Securities Act of 1933,%? therefore, must 
be considered. 

In the usual case, no registration of restricted stock options themselves 
would be required. Although section 2(1) of the act % defines “security” 
as including any right to purchase stock, the Securities and Exchange Com- 
mission has taken the position that non-transferable warrants ordinarily are 
considered as in the nature of private contracts and not securities.** Further- 
more, in cases where the consideration received from a corporate standpoint 
results from the fact that the option is not exercisable until a specified period 
of employment has elapsed,®* the employee has not parted with anything of 
value in order to receive the option and no sale or offer to sell the option 
security would appear to be involved. 

If the offering of shares issuable upon the exercise of the options is a 
“public” offering,®? and if neither the small offering nor any other exemption 
is available,®’ registration under the act would be required.®® If, however, 


an employee’s stock at a higher price than he had paid. In Patent Button, the court 
decided in favor of the Commissioner, and in National Clothing, in favor of the 
corporation, although the Commissioner had taken an inconsistent position with re- 
spect to one of the National Clothing employees, claiming that the employee had re- 
ceived compensation when he sold his stock. 

92 48 Stat. 74 (1933), as amended, 15 U.S.C. §§ 77a-aa (1952), as amended, 15 U.S.C. 
§§ 77b-v (Supp. IV, 1957). The Securities Act of 1933 will hereinafter be cited only 
by section number and United States Code section. 

15 US.C.8 77b(1) (952). 

% SEC, Securities Act of 1933 Release No. 3210, 12 Fep. Rec. 2513 (1947). As a 
practical matter, even if it should be viewed that there is a public offering of the 
option itself, failure to register this offering, under circumstances where no cash pay- 
ment is required for the option, would not appear to involve much danger of damages 
for civil liability so long as a registration statement relating to the shares covered by 
the options is in effect prior to the exercise of the options. 

®5 See discussion at p. 71 infra. 

%6 This conclusion would appear applicable even in cases where payroll deductions 
are required in order to receive or continue in force options, provided the optionee has 
the unrestricted right to withdraw the funds deducted. 

°7 Sec. 4 of the Securities Act, as amended, 15 U.S.C. § 77d (1952), as amended, 
15 U.S.C. § 77d (Supp. IV, 1957), exempts “transactions by an issuer not involving any 
public offering.” 

%8 Under § 3(b) of the Securities Act of 1933, 15 U.S.C. § 77c(b) (1952), and 
Regulation A, 17 C.F.R. §§ 230.251-.262 (Supp. 1956), an offering by an issuer is exempt 
from the registration requirements if all current offerings under such regulation (plus 
securities previously sold pursuant to a regulation A offering commenced within one 
year prior to the commencement of the proposed offering, and securities previously 
sold within such one year in violation of the registration requirements) involve an 
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the options are not exercisable until after the expiration of a specified period, 
the offering of the shares would not take place until the specified period 
had elapsed, and any required registration can be postponed until that time. 

A public offering of shares can be present either by reason of the char- 
acter of the optionees themselves or the fact that shares purchased by them 
upon the exercise of their options are acquired by them with an intention 
to resell to the public. The mere fact that only employees receive options 
does not mean that the employees may not themselves constitute a “public.” 
SEC v. Ralston Purina Co.’ involved an offering under a stock purchase plan 
to employees, who, although called “key employees” by the corporation, in 
effect included any employee who took the initiative in participating in the 
plan. The Supreme Court found that the offering was a public one and 
subject to the registration requirements of the act. The test applied by the 
Supreme Court in this regard was not one of the number of offerees, but 
instead their need to receive the disclosure of information required by the 
act. The Court recognized 1! that an offering to executive personnel, who 
have access to the same kind of information which the act would make 
available, would fall within the private offering exemption.1°” 

An even more troublesome problem arises concerning the intention with 
which optionees acquire shares. If at the time of the exercise of their 
options, the optionees, or some of them, intend to resell any of their shares 
to the public, a public offering of the shares by the corporation would be 
involved, regardless of the select nature of the group of optionees, and in 


aggregate offering price of not more than $300,000. An offering under regulation A 
must comply with certain relatively simple requirements respecting the filing of a 
notification and the filing and use of an offering circular. 

In certain cases, an exemption might be available under § 3(a)(11) of the act, 
15 U.S.C. § 77c(a) (11) (1952), as amended, 15 U.S.C. § 77c(a) (11) (Supp. IV, 1957), 
which exempts any security which is part of an issue offered and sold only to residents 
in the state in which the issuer is incorporated and doing business. This exemption 
applies only if the securities, at the time of ultimate distribution, are in the hands of 
residents of the state and reliance on this exemption would be risky if any of the 
optionees acquire their shares with an intention to resell. See Loss, Securities REGULA- 
TION 374 (1951); id. at 162 (Supp. 1955). 

99 Tf the issuer files reports under §§ 13 or 15(d) of the Securities Exchange Act of 
1934, 15 U.S.C. §§ 78m, o(d) (1952), Form S-8, 18 Fep. Rec. 3688 (1953), is a simple 
form available for registration under “stock purchase, savings or other similar plans” 
for the benefit of employees. This form requires, among other things, that a copy of 
the issuer’s annual report to stockholders be delivered with the prospectus and, thus, 
only a relatively minor amount of information is required in the prospectus. Although 
there is some difficulty in finding that a normal stock option plan meets the various 
conditions permitting the use of Form S-8, the Commission has permitted use of this 
form for offerings under stock option plans where there is a reasonable expectation 
that the shares will be acquired by the employees for investment and not for distribution. 

100 346 U.S. 119, 73 Sup. Ct. 981 (1953). 

101 [bid. 

1022 For further discussion of the public offering problem, see Loss, op. cit. supra 
note 98, at 394, and Feldman and Rothschild, Executive Compensation and Federal 
Securities Legislation, 55 Micu. L. Rev. 1115, 1130 (1957). 
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addition the optionees who intend to resell any shares might be considered 
underwriters.!°° Many stock option plans seek to avoid registration under 
the act by including a requirement that options may be exercised only by 
optionees who, at the time of exercise, represent or covenant that they are 
purchasing the shares involved for investment and not for distribution. 
Whether or not a corporation which reasonably believes the representation 
or covenant is true is in any difficulty, if in fact it is false, it is probable 
that neither a corporation nor its attorneys can blindly rely upon such a 
representation or covenant and close their eyes to the actualities of the situa- 
tion.105 

Where it is evident that the normal optionee must borrow funds in order 
to exercise his option, and that he has no reasonable expectation of repaying 
his borrowings except through the sale of at least some of the shares being 
purchased, it is difficult to argue either that the employee has an investment 
intention (as contrasted to a resale intention) at the time of exercise or that 
the corporation reasonably believes that such intention exists. Different 
considerations might be present where an optionee already owns some shares 
of the stock of the corporation which he did not acquire by exercising an 
option under the same plan or a similar previous plan.'% 


103 Sec, 2(11) of the Securities Act of 1933, 15 U.S.C. § 77b(11) (1952), as amended, 
15 U.S.C. § 77(b) (11) (Supp. IV, 1957), defines an “underwriter” as including one “who 
purchases from an issuer with a view to .. . distribution of any security.” This defini- 
tion, if literally applied, would lead to the result that an optionee intending, at the time 
of acquisition, to resell to the public any shares acquired would be considered an under- 
writer. The same result would follow as to an ordinary investor who, as a member of 
the public, purchases shares publicly offered by an issuer, but does so with the speculative 
intention of reselling them. It is doubtful that such an investor would be considered an 
“underwriter” under the act. To the extent that an optionee can be equated with such 
an investor, he should be similarly treated. See Loss, op. cit. supra note 98, at 391. See 
also SEC, Securities Act of 1933 Release No. 3846, 22 Fep. Rec. 8361 (1957), in which 
the SEC appears to take the position that a non-controlling stockholder who makes a 
casual sale of securities received in a statutory merger, etc., would not be considered 
an underwriter. 

104 Toss, op. cit. supra note 98, at 398, expresses the view that under these circum- 
stances a private offering exemption, if otherwise available, would be applicable. 


105 See SEC, Securities Act of 1933 Release No. 3825, August 12, 1957. 


106 Where shares already owned by an employee have a lower tax basis than the 
optioned shares, and if the sale of any shares is necessary, the employee normally would 
prefer to sell the optioned shares. If the employee, prior to exercise of his option, sold 
the shares already owned by him in order to obtain funds to exercise his option, it 
seems clear that this would not impair any investment intention on his part with respect 
to the optioned shares. If instead he borrows funds to exercise his option, and in order 
to repay his borrowings subsequently sells shares owned by him at the time of exercise, 
logic would indicate that the same result should follow, even though the Commission 
has shown no disposition to being restricted to any technical tracing of certificates or 
to any first-in, first-out, or similar theories. See In the Matter of Halsey, Stuart & Co., 
Inc., SEC, Securities Exchange Act of 1934 Release No. 4310 (1949), quoted in Loss, 
op. cit. supra note 98, at 143. For the purposes of the insider’s profits provisions of 
§ 16(b) of the Securities Exchange Act of 1934, 48 Srar. 896, 15 U.S.C. § 78p (1952), 
no such tracings or theories are applicable. Carrying the example one step further, 
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If registration under the act is required, any literature used in connec- 
tion with the offering must comply with the prospectus requirements of the 
act and a prospectus must accompany or precede delivery of shares upon 
exercise of the option. If options may be exercised over a number of years, 
the prospectus must be kept up to date by means of supplemental pros- 
pectuses. In addition, if an optionee is considered an underwriter, a pros- 
pectus is required to accompany or precede delivery of shares sold by him. 
If the shares are listed on a registered stock exchange and his sales are made 
on the exchange, delivery of the prospectus can be accomplished by the 
corporation filing copies of the prospectus with the exchange.1°7 Normally, 
however, a corporation discontinues keeping the prospectus up to date after 
the options have expired. The problems an “underwriter” employee may 
have by reason of an up-to-date prospectus not being available, would be 
lessened if he were permitted, as he should be, to separate his intentions. In 
other words, assuming he is considered an underwriter as to the portion of 
the shares intended to be resold to finance his acquisition, this should not 
prevent an investment intention (and a non-underwriter status) on his part 
as to the remaining shares.!° 


Securities Exchange Act of 1934 


If a corporation is subject to the proxy or reporting requirements of the 
Securities Exchange Act of 1934,! they, of course, must be complied with 
where applicable.!!? 


however, it would seem that an effective argument could be made that an investment 
intention is present even where the optionee intends to sell optioned shares, so long 
as no greater number of shares is intended to be sold than the number of shares owned 
by him prior to the date of his option. These arguments would not apply to shares 
already owned which had been acquired under the same or another option or other 
plan and the intention existed at the time of the prior acquisitions to use such shares 
to finance later acquisitions. 

10717 CFR. § 230.153 (Supp. 1956). 

108 See Loss, op. cit. supra note 98, at 147, n. 100. 

10948 Srat. 881, as amended, 15 U.S.C. §§ 78a-jj (1952), as amended, 15 U.S.C. 
§§ 78d-1 (Supp. IV, 1957). The Securities Exchange Act of 1934 will hereinafter be 
cited only by section number and United States Code section. 

110 Schedule 14A, 17 C.F.R. § 240.14a (1952), relating to proxy statements, requires 
considerable information concerning an option plan submitted to stockholders. Subse- 
quent proxy statements and annual reports on Form 10-K, Release No. 4991, 19 Fep. Rec. 
732 (1954), require information as to options granted or exercised since the beginning 
of the fiscal year covered, unless the amounts of market value involved do not exceed 
relatively modest limitations. In all probability, the option plan, if not theretofore filed, 
must be filed as an exhibit to the annual report for the year the plan goes into effect. 
A current report on Form 8-K, Release No. 4991, supra, is required if options granted 
or exercised cover more than 1,000 shares and also more than 5% of the outstanding 
shares of the class involved. The proxy requirements are applicable only if the corpora- 
tion’s securities are listed on a registered stock exchange. In addition, the reporting 
requirements are applicable under the conditions provided in § 15(d) of the Securities 
Exchange Act of 1934, 15 U.S.C. § 78 o(d) (1952), to corporations who have registered 
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The current important problem under this act is the applicability to 
stock options of the insider’s profits provisions of section 16(b) of the act.1! 
Under these provisions, if any class of stock of a corporation is listed on a 
registered stock exchange, the corporation may recover any profits realized 
from any purchase and sale, or sale and purchase, within six months, of 
stock of any class (whether or not listed) by any insider, namely, any officer 
or director of the corporation or any beneficial owner of more than 10 per 
cent of any class of listed stock.!!? 

Rule X-16B-3 113 of the Commission presently states that an acquisition 
of shares of stock acquired pursuant to non-transferable options is exempt 
from the operation of section 16(b) if the stock was acquired pursuant to 
a plan approved by the stockholders at a meeting for which proxies were 
solicited in accordance with the proxy rules, and if the plan limits (subject 
to any anti-dilution provisions) the aggregate amount of securities which 
may be allocated thereunder. The rule specifically provides that an option 
will be considered a non-transferable option even though it is transferable 
by will or the laws of descent and distribution. Considerable doubt has 
been raised as to the current operative effect of this rule because of Greene 
v. Dietz,!"4 which questioned whether a prior rule (interpreted as having the 
same effect as rule X-16B-3 in its present form) was consistent with the 
purposes of the act and expressed doubt as to the power of the Commission to 
adopt such a rule. The court, however, denied recovery from the insiders 
of any profits on the ground that they had relied on the prior rule in good 


securities under the Securities Act of 1933. The Commission has proposed, from time 
to time, legislation to extend the proxy, reporting, and insider’s profits provisions of 
the Securities Exchange Act of 1934 to the larger unlisted companies of a publicly 
owned character. See Feldman and Rothschild, supra note 102, at 1140, n. 115. 

1115 U.S.C. § 78p(b) (1952). Sec. 16(a), 15 U.S.C. § 78p(a) (1952), requires 
monthly reporting by insiders of changes in beneficial ownership of equity securities. 
The receipt of a restricted stock option apparently is viewed as not constituting the 
acquisition of an equity security for this purpose. Rule 16a-1(h), 17 C.F.R. § 240.16a-1 
(h) (Supp. 1956), appears to adopt this view by providing that acquisition or disposition 
of a transferable option is deemed a change in ownership of the security to which the 
option relates. See Dean, Employee Stock Options, 66 Harv. L. REv. 1403, 1446 (1953); 
Feldman and Rothschild, szpra note 102, at 1120, nn. 7, 18. 

112 Sec. 16 is applicable only to a corporation, any class of whose equity securities 
is listed on a registered stock exchange. However, as previously indicated (see note 
110 supra), the Commission has proposed legislation to extend § 16 to certain other 
corporations. See Cook and Feldman, Imsider Trading Under the Securities Exchange 
Act, 66 Harv. L. Rev. 385, 612 (1953). For a discussion of various matters involved in 
connection with § 16{b), including the meaning of the term “officers.” Id. at 397. See also 
Hardee, Stock Options and the “Insider Trading” Provisions of the Securities Exchange 
Act, 65 Harv. L. Rev. 997 (1952). A normal pledge of stock is not a sale of the stock 
under the Securities Exchange Act of 1934, and should present no difficulties under § 
16(b), so long as the pledgee does not sell within the six-month period. 

118.17 C.F.R. § 240.16b-3 (Supp. 1956). 

114247 F.2d 689 (2d Cir. 1957). See discussion of the Greene case in Recent 
Decision, 1957 U. Iti. L. Forum 664. 
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faith and were thus entitled to the protection of section 23(a) of the act.1!5 
The Commission applied for rehearing and in a memorandum accompanying 
its application stated that it was re-evaluating the present rule X-16B-3. The 
court denied the petition for rehearing,!* and stated that pending any 
modification after such re-evaluation, any reliance upon the present rule 
X-16B-3 would be ill-advised. To date, no modified rule has been proposed 
or adopted. As of the moment, it appears that it would be unwise to operate 
on the basis that rule X-16B-3 affords any protection. 

If section 16(b) should be applicable to the acquisition of shares pur- 
suant to the exercise of stock options, serious questions are present under 
the act as to the method of computation of profits and of the six-month 
periods involved.7 Rule X-16B-6,1!8 if valid, substantially solves these 
questions as to shares purchased pursuant to the exercise of an option which 
was either acquired more than six months before its exercise or pursuant to 
an employment contract entered into more than six months before its exer- 
cise. This rule provides that profits recoverable under section 16(b) with 
respect to such shares shall not exceed the difference between the proceeds 
of sale and the lowest market price of securities of the same class within six 
months before or after the date of sale, on the theory that any difference be- 
tween market price on the date the option was granted and the lowest market 
price within six months before or after the date of sale represents long-run 
appreciation in the stock to which the optionee is entitled. However, doubt 
has been expressed as to the authority of the Commission to adopt this rule, 
since it has the effect of providing for a method of computing profits for a 
violation of section 16(b), rather than granting an exemption.!!9 


State Blue Sky Laws 


In establishing a stock option program, the necessity of complying with 
the blue sky laws of the various states in which the optionees are located 
must also be considered. Certain of these laws may require registration of 
the optioned shares being offered, or dealer registration of the corporation 
offering the shares, or both. 

To the extent that an offering is carried on from a home office outside 
of a particular state in which optionees are located, the initial question is 
whether or not the blue sky law of that state is, as a matter of interpretation, 


11515 U.S.C. § 78w(a) (1952): “.... No provision of this chapter imposing any 
liability shall apply to any act done or omitted in good faith in conformity with any 
rule or regulation of the Commission . . . , notwithstanding that such rule or regulation 


may, after such act or omission, be amended or rescinded or be determined by judicial 
or other authority to be invalid for any reason.” 

116 247 F.2d 697 (2d Cir. 1957). 

117 See Hardee, supra note 112; Cook and Feldman, supra note 112, at 617. 

11817 C.F.R. § 240.16b-6 (Supp. 1956). 

119 See Hardee, supra note 112, at 1006. A contrary view is expressed in Cook and 
Feldman, supra note 112, at 633-35. 
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applicable to the offering.!2° The interstate nature of the transaction ap- 
parently affords no constitutional protection in this field.!#! If practicable, 
and deemed of sufficient importance, arrangements could be made for all 
optionees actually to come to the home office and there receive their options, 
thus reducing the possibilities of the blue sky law of any other state applying. 

Many of the state laws which require registration of securities provide 
for a variety of exemptions not available under the Federal Securities Act 
of 1933. This is true of the Illinois Securities Law.!? If during any period 
of twelve consecutive months those employees who hold options (and who 
are not already stockholders), do not exceed fifteen, section 4G of the 
Illinois law 18 affords an exemption for the normal stock option program, 
provided an appropriate report of sale is made to the Secretary of State. 
Section 4G has been administered so as to permit, for the purpose of de- 
termining whether more than fifteen employees are involved, exclusion of 
employees who are not residents of or employed in Illinois, unless the option 
is granted or exercised in Illinois. In the case of option programs involving 
listed securities, the listing exemption of section 3G of the Illinois law !*4 
may be available. Exemptions under sections 3N and O,}*° with respect to 
employee security purchase plans, employee profit-sharing trusts or plans, 
and employee pension trusts or plans, would not appear to be applicable 
to the issuance of shares under a stock option plan. 

The Illinois law specifically solves the problem of dealer registration by 
eliminating in section 8A !*° any necessity for such registration by reason 
of a corporation offering its own shares. Conceivably, however, a subsidiary 
might participate to such an extent in an offering to its employees of shares 
of its parent, that the subsidiary might be required to register as a dealer, 
assuming the shares themselves were not being offered in an exempt trans- 
action. 


CORPORATE REQUIREMENTS 


In addition to principles applicable to stock options generally, considera- 
tion must be given to the corporation law of the state of incorporation of 
the corporation granting the options. This article does not attempt to dis- 
cuss the special statutory requirements of the various state corporation laws, 
but insofar as such requirements are concerned, is primarily directed to the 


120 See Loss & Cowett, BLue Sky Law 180 (1958). 
121 Tq, at 196, 217. 

122 Thy. Rev. Stat. c. 121%, §§ 137.1-.19 (1957). 

128 Jd. § 137.4(G); see also id. § 137.4(B). 

124 Id. § 137.3G. 

125 Td. § 137.3N, O. 

1% 1d. § 1378A. 
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Illinois Business Corporation Act and the Delaware General Corporation 
Law.1*7 


Necessity of Shareholder Approval 


Shareholder approval of an employee stock program may be required 
either because of the necessity of obtaining a waiver of pre-emptive rights 
or because of listing requirements of an exchange.!28 Such approval may 
also be a practical necessity in case a sufficient number of disinterested di- 
rectors are not available; this is more fully discussed below. However, re- 
gardless of legal requirements, it is generally viewed as sound corporate prac- 
tice to submit to shareholders any employee stock program involving a 
substantial number of shares. Conceivably, shareholder approval may be of 
value in other areas. For example, SEC rule X-16B-3, which has been 
previously discussed,!*° seeks to exempt from the insider’s profits provisions 
of section 16(b) of the Securities Exchange Act of 1934 only those shares 
acquired under stock option programs approved by shareholders. 

Certain of the corporation laws permit issue of stock to employees, free 
of pre-emptive rights, if the issue is approved by shareholders. Illinois falls 
within this category. Section 24 of the Illinois Business Corporation Act 1%° 
permits a corporation (unless prohibited by its articles) to issue shares to 
it employees 1%! or to employees of a subsidiary free of pre-emptive rights 
if the issue has been approved by two-thirds of the shares entitled to vote, 
or by the board of directors, pursuant to like approval. 

Pre-emptive rights may be waived either in the original articles, or, at 
least in Delaware 18? and IIlinois,!** by an amendment to the articles. Where 
pre-emptive rights of shareholders of an Illinois corporation have been 
waived, shareholder approval is not required under section 24 of the Illinois 
Act for an employee offering.!*4 

Pre-emptive rights may be waived either completely or only in limited 


127 IpL. Rev. Stat. c. 32, §§ 157.1-.167 (1957); Dev. Cope ANN. tit. 8 (1953). 

128 The New York Stock Exchange will not list additional shares (of a class listed) 
issuable pursuant to a stock option plan to directors, officers, or key employees unless 
the plan has been approved by shareholders, regardless of whether or not such approval 
is required by law. Shareholder approval, however, is not required for a plan available 
to all employees and not unduly favoring key employees or for the issuance of an 
option to induce an individual to enter into employment. See New York Stock 
ExcHaNnce, Company Manuat A-118, B-16. 

129 See p. 66 supra. 

180 Tut, Rev. Stat. c. 32, § 157.24 (1957). 

131 Conceivably, some question can be present whether the term “employees” in- 
cludes “officers.” See Dean, supra note 111, at 1419, n. 29. 

182 Gottlieb v. Heyden Chemical Corp., 33 Del. Ch. 82, 90 A.2d 660 (1952). 

133 Trt, Rev. Stat. c. 32, § 157.52(0) (1957). 

134 F]lward v. Peabody Coal Co., 9 Ill. App. 2d 234, 132 N.E.2d 549 (1st Dist. 1956). 
A waiver of pre-emptive rights by amendment of the articles of an Illinois corporation, 
and an approval under § 24, would each normally require the same shareholder vote. 
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respects. It has been a frequent practice where an amendment waiving pre- 
emptive rights is obtained in connection with a proposed employee offering, 
to limit the waiver to the issuance of shares to employees (including officers) 
under programs meeting specified conditions. When this practice is followed, 
it also is often felt desirable to place a maximum limit on the number of 
shares which may be issued to employees free of pre-emptive rights. If the 
maximum limit is specified in the amendment itself, without an accompany- 
ing anti-dilution provision in the amendment, there is a danger that further 
amendment may be necessary in case of future stock dividends.!*> Assum- 
ing sufficient authorized but unissued shares are available, this danger can be 
avoided in case of plans being submitted to shareholders by waiving pre- 
emptive rights to shares issued pursuant to any plan approved by share- 
holders and by placing the maximum limitation on the number of shares 
(subject to adjustment under the anti-dilution provisions of the plan) in the 
plan itself.13° 

In the normal case, sufficient shares are not available in the treasury to 
permit an employee offering to be made of only treasury shares. Such an 
offering might present problems if anti-dilution provisions of stock options 
become operative, particularly if under the applicable corporation law stock 
splits or dividends would not apply to treasury shares.1°* However, an 
offering of only treasury shares probably would not be subject to pre- 
emptive rights 18° and would also permit par value shares to be issued at less 
than par. 


Necessity of Consideration 


There are two aspects of the problem of consideration for a stock 
option. First, there must be legal consideration for the grant of the option, 
otherwise the option will be invalid as a gift. Second, there must be a 
reasonable relationship between the value of the option and the benefits to 
be received from the optionee, or there will be an improper waste of corpo- 
rate assets. 

Consistent with the principles established in other fields, such as com- 
pensation for past services, the courts have required that the granting of an 
option must be supported by legal consideration. In the absence of legal 


135In case of a stock split by way of charter amendment, the pre-emptive right 
provisions can be amended at the same time without undue added inconvenience. 

136 Under this procedure, a charter amendment waiving pre-emptive rights to stock 
issued under approved plans should specify the amount of shareholder vote required 
for approval. If, for example, a majority of the outstanding shares was specified as the 
required vote, this would have the effect of waiving pre-emptive rights to a plan sub- 
sequently approved by a smaller vote than would be required in Illinois either for a 
charter amendment or pursuant to § 24. 

137 Also, prior to § 1032 of the Int. Rev. Code of 1954, if the treasury shares had 
been acquired at a price below the employee option or purchase price, the corporation 
might be subject to capital gains tax upon issue of the shares. 

1388 1] FLETCHER, PRIVATE Corporations § 5160 (perm. ed. supp. 1957). 
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consideration, the option is considered a gift and invalid on this account 
upon the objection of any stockholder, regardless of approval or ratification 
by a majority of the stockholders.18® The necessity of legal consideration for 
the grant of a stock option to an employee is probably not open to re- 
examination.!#? It can be questioned, however, whether the need for legal 
consideration ever should have been established in the field of compensation 
(including options) to corporate employees, in lieu of a test of the reason- 
ableness of the compensation. 

The usual legal consideration established for the granting of the option 
is an assurance of the retention of the employee in employment for at least 
a specified period of time.!*! This assurance can be provided by an employ- 
ment agreement entered into at the time the option is granted,!*? or by pro- 
visions of the option itself. Where an employment agreement is not used, the 
provisions of the option and surrounding circumstances must be such as to 
make it reasonably certain that the contemplated retention in employment 
of the employee will in fact occur. This is generally accomplished by a 
provision in the option that it is not exercisable until after the optionee has 
remained in the employ of the corporation for a specified period of time, 
subject to exceptions in case of termination of employment because of dis- 


139 FHolthusen v. Edward G. Budd Mfg. Co., 53 F. Supp. 488 (E.D. Pa. 1943); 
Frankel v. Donovan, 120 A.2d 311 (Del. Ch. 1956); Kerbs v. California Eastern Airways, 
Inc., 33 Del. Ch. 69, 90 A.2d 652 (1952); see also Elster v. American Airlines, Inc., 128 
A.2d 801 (Del. Ch. 1957). 

40 But see Clamitz v. Thatcher Mfg. Co., 158 F.2d 687, 693 (2d Cir. 1947). 
McPhail v. L. S. Starrett Co., 157 F. Supp. 560 (D. Mass. 1957), involved 30-day options 
(exercisable at any time within the 30-day period) granted to employees to purchase 
stock at a price equal to its fair market value on the date of grant. The court in 
McPhail found that the options had no market value and held that the options were 
only offers and need not be supported by consideration. Viewing an option only as 
an offer, as was done in McPhail, presumably would mean that the option could be 
revoked before its acceptance. All of the reported decisions which have found legal 
consideration for the grant of options have done so from the standpoint of whether 
a gift of corporate assets was involved, and have not considered whether the options 
were revocable before exercise. 

141]¢ is possible that, similar to the bonus situation, past services could form the 
consideration for the granting of options if the appropriate understanding existed at the 
time the services were furnished that options would be granted if warranted by condi- 
tions at the time of grant. In Kerbs v. California Eastern Airways, Inc., 33 Del. Ch. 174, 
91 A.2d 62 (1952), an attempt to establish past services as the consideration for the option 
was unsuccessful, because the submission to shareholders was on the basis that the options 
were to be granted to induce continued employment. See also Elster v. American 
Airlines, supra note 139. Possibly, consideration might also be found in a covenant not 
to compete for some period after termination of employment. 

142° The question can, of course, be raised whether an employment agreement pro- 
viding for compensation at a rate from time to time fixed by the Board of Directors 
is illusory and, therefore, not a binding agreement or legal consideration. In Kaufman 
v. Shoenberg, 33 Del. Ch. 211, 91 A.2d 786 (1952), an agreement providing for such 
compensation as the board reasonably determines, was held valid. In any case, it would 
seem helpful in this regard for an employment agreement to specify a minimum fixed 
dollar salary. 
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ability, death, or military service, or by making the option exercisable on 
an installment basis, which requires continued employment over a number of 
years before the full number of optioned shares may be acquired.1** Kerbs 
v. California Eastern Airways, Inc.,'** however, refused to recognize that 
practical considerations were sufficient to insure retention of employment 
in cases where the options were exercisable by the employee immediately 
upon grant. The period for retention of employment, however, need not 
be a long one, and a one-year period has been held sufficient to support 
options of substantial value.!* 

The matter of legal consideration for the grant of an option in many 
respects has developed into a problem of technique rather than substance. 
Options which were immediately exercisable after grant have been held 
to be invalid gifts, even though it was clear that the optionees had no in- 
tention of leaving and fully expected to remain in employment. Similarly, 
in situations where employees had no intention of leaving if options were not 
granted and no additional duties were imposed upon them in connection 
with the grant of options, the grant has been sustained. The importance 
of following the proper technique is best demonstrated by the two Budd 
cases.14° The first Budd case involved options to key employees pursuant 
to a program approved by shareholders under which the right to exercise 
the options was not dependent on future employment. An injunction 
against the issuance of these options was granted on the ground that since 
the only consideration was the hope of retaining the employees, the grant 
of the options was nothing more than a gift. Subsequently, the option plan 
was amended to provide that the options were not exercisable until after 
one year of employment, except in the case of incapacity or death, and 
each optionee was required to enter into a one-year employment agreement. 
In the second Budd case, the injunction previously granted was dissolved, 
even though there was no evidence showing that any optionee had, at any 
time, any intention of leaving his employment. 

Regardless of what is viewed as the consideration for the granting of an 
option, there is the necessity that a reasonable relationship exist between 
the value of the option granted and the anticipated benefits, otherwise there 
is a waste of corporate assets, subject to attack by any objecting shareholder, 
regardless of majority shareholder approval.*7 Although this is recognized 


143 Gottlieb v. Heyden Chemical Corp., 33 Del. Ch. 82, 90 A.2d 660 (1952); Eliasberg 
v. Standard Oil Co., 23 N.J. Super. 431, 92 A.2d 862 (1952), aff'd, 12 N.J. 467, 97 A.2d 
437 (1953); Gruber v. Chesapeake & Ohio Ry., 158 F. Supp. 593 (N.D. Ohio 1958) 
(option exercisable in installments). 

144 Supra note 139. 

145 Holthusen v. Edward G. Budd Mfg. Co., 53 F. Supp. 488 (E.D. Pa. 1943); 
Eliasberg v. Standard Oil Co., supra note 143. 

146 Holthusen v. Edward G. Budd Mfg. Co., 52 F. Supp. 125 (E. D. Pa. 1943), and 
53 F. Supp. 488 (E. D. Pa. 1943). 
147 Cf, Rogers v. Hill, 289 U.S. 582, 53 Sup. Ct. 731 (1933). 
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in the stock option cases, to date there is no reported decision in which a 
shareholder has been successful in upsetting a restricted stock option plan 
on this ground. One of the major problems involved in comparing the 
value of a restricted stock option and the anticipated benefits, is the difficulty 
in valuing a non-transferable option at the time of grant.148 Where share- 
holders have approved the options, the courts have shown no inclination to 
find that waste is involved, in the absence of a clear showing that the benefits 
granted are substantially in excess of those granted under comparable cir- 
cumstances by other corporations, and the wide acceptance of stock option 
programs increases the difficulty of such a showing.'*® A similar approach 
can be expected in situations where a disinterested board adopts a program 
without shareholder approval.'°° 

The attacks on stock options covered by the decisions reported to date 
have all involved fixed-price options. Possibly, the courts will be more in- 
clined to find waste of corporate assets in the case of certain variable price 
options. An option by its very nature is a one-way street for the benefit 
of the optionee. The benefits claimed to be receivable by the corporation 
for an option primarily relate to the extra incentives to the optionee. If the 
purchase price under a variable price option will decrease as the market value 
of the stock decreases, there is at least some softening of the incentives. In 
addition, when a variable price option is accompanied by a maximum price 
limitation based on the value on the date of grant, some question may be 
present whether the one-street has not been unduly widened. 

The problems of consideration, both from the standpoint of legal con- 
sideration and waste, may also be intensified by modification of a fixed price 


148 Fewer problems would appear to be present if the options were transferable. 
A number of decisions have recognized the difficulty of valuing non-transferable options. 
See, e.g., Kaufman v. Shoenberg, 33 Del. Ch. 211, 91 A.2d 786 (1952); Gottlieb v. 
Heyden Chemical Corp., 99 A.2d 507, 511 (Del. Ch. 1953). This difficulty exists if the 
value of the option is looked at from the standpoint of the optionee. However, it may 
well be that value should be considered from the standpoint of what the corporation 
could have received for a transferable option. See, e.g., Holthusen v. Edward G. Budd 
Mfg. Co., 52 F. Supp. 125, 130 (E.D. Pa. 1943). But see Kaufman v. Shoenberg, supra. 

149 Fliasberg v. Standard Oil Co., 23 N.J. Super. 431, 92 A.2d 862 (1952), aff'd, 12 
N.J. 467, 97 A.2d 437 (1953); Gottlieb v. Heyden Chemical Corp., supra note 148. See 
Note, 62 Yate L. J. 84 (1952); Gruber v. Chesapeake & Ohio Ry., 158 F. Supp. 595, 
597 (N.D. Ohio 1958). 

150 Sec. 157 of the Delaware General Corporation Law, Det. Cope ANN. tit. 8, § 157 
(1953), dealing with stock options, was amended in 1953 to provide that in the absence 
of actual fraud, the judgment of the directors as to the consideration for the issuance 
of options and the sufficiency thereof shall be conclusive. This section would not serve 
to support an option if no legal consideration were found for the grant. Elster v. 
American Airlines, Inc., 128 A.2d 801 (Del. Ch. 1957). Also, it is doubtful that this 
section would be of much value in case of an interested board of directors. The need 
for the amendment probably became less pressing in Delaware when the Delaware 
Supreme Court on reargument of the Gottlieb case, 33 Del. Ch. 177, 91 A.2d 57 (1952), 
took the position that its prior opinion, 33 Del. Ch. 82, 90 A.2d 660 (1952), was not 
intended to relieve the complaining shareholder from sustaining the burden of establish- 
ing waste. 
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option to reduce the option price to reflect a lower current market value.1®! 
The option, when originally granted (based on the higher market value), 
presumably was supported by some inducement to retain the optionee in 
employment. If the option is later modified, it would be necessary to find 
some inducement concerning retention in employment in addition to that 
furnished by the original option; this should not be too difficult to accomp- 
lish. In considering the question of waste, however, a court would be faced 
with the fact that, whether or not the expected benefits had been received 
from the optionee, this had not resulted in any improvement in market value. 
However, a court should realistically recognize that increase or decrease in 
earnings or market values is in large part dependent upon general conditions 
and price levels,!5* that stock options are primarily a form of compensa- 
tion,!®’ and the performance of executives should be tested by comparison 
with the results obtained in other similar companies. 

Consideration, of course, must be received by the corporation for shares 
issued pursuant to the exercise of options. This presents no problem unless 
previously unissued par value shares are involved, in which case the option 
price cannot be less than the par value.!*4 


Problems of the Interested Director 


In many situations, several and often a majority of the board of directors 
of a corporation will themselves be officers to whom stock options are in- 
tended to be granted. This presents substantial problems unless shareholder 
approval or ratification is obtained. Although similar problems may exist 
so far as salaries are concerned, the problems are intensified in the stock 
option area because of the difficulty in valuing the options granted. For 
example, at least prior to the 1957 amendment to section 33 of the Illinois 
Business Corporation Act,!** a salary voted to an officer who was a director 
was illegal if his presence was necessary for a quorum, or his vote was neces- 
sary for adoption of the salary resolution; however, under such circum- 
stances, the officer was entitled to recover on a quantum meruit basis the 
reasonable value of the services he rendered.'** It is difficult to conceive 


151 The SEC apparently is taking the position that a disclosure should be made in 
proxy material relating to restricted stock options whether, in case of lower current 
market value, amendments of options, or cancellation by mutual agreement of options 
and substitution of new options, will be permitted to reflect the lower current market 
prices. 

152 This has at least been suggested in Holthusen v. Edward G. Budd Mfg. Co., 
supra note 148. 

153 See Eliasberg v. Standard Oil Co., supra note 149. 

154 F]lward v. Peabody Coal Co., 9 Ill. App. 2d 234, 132 N.E.2d 549 (1st Dist. 1956), 
involved this situation and the options were held invalid. 

155 Trp, Rev. Stat. c. 32, § 157.33 (1957). 

156 See Bloom v. Vehon Co., 341 Ill. 200, 207, 173 N.E. 270 (1930); Voorhees v. 
Mason, 245 Ill. 256, 264, 91 N.E. 1056 (1910). 
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under what circumstances an officer receiving a stock option could sustain 
the receipt of his option on a quantum meruit basis. 

Section 33 was amended in 1957 to provide that unless prohibited by 
the articles or by-laws, the board of directors, by a majority vote, “and 
irrespective of any personal interest of any of its members,” has authority 
to establish reasonable compensation of all directors for services to the 
corporation, as directors, officers, or otherwise. The exact effect of this 
amendment remains to be determined. The amendment does not specifically 
place on an objecting shareholder the burden of establishing unreasonable- 
ness, and it is entirely possible that the amendment will be construed so 
that the burden of establishing reasonableness falls upon the interested di- 
rectors. Such a result would be consistent with the principles established 
in jurisdictions where, unlike Illinois, a transaction authorized by an inter- 
ested director is not illegal, but only voidable.'*? A further question is pres- 
ent under the amendment of whether the normal restricted stock option 
would be considered “compensation for services.” As previously indicated, 
it is believed that such an option realistically should be viewed as compensa- 
tion. However, it cannot be confidently asserted that in case of a restricted 
stock option, a court might not be affected in deciding this question by the 
fact that, for income tax purposes, the option is not treated as compensation 
paid from the standpoint of the corporation’s deductions, nor (except to a 
limited extent in the case of an 85-95 per cent option) as compensation re- 
ceived from the standpoint of the employee’s income. In addition, to the 
extent the desire to induce the optionee to acquire a proprietary interest 
is emphasized as the reason for granting the option, the danger is increased 
that the option itself might not be considered compensation. 

Where, because of the interest of the directors, the burden, absent share- 
holder approval, would fall upon the directors to sustain the reasonable re- 
lation between the value of the options granted and anticipated benefits, 
shareholder approval performs the very important function of shifting the 
burden of proving unreasonableness to the attacker.°* The problems of 


157 Dopp AND BAKER, CorPORATIONS 442 (2d ed. 1951); 3 FLETCHER, PrivATeE CorPora- 
TIONS § 921 (perm. ed. repl. vol. 1947). 

158 Gottlieb v. Heyden Chemical Corp., 33 Del. Ch. 177, 91 A.2d 57 (1952); Kauf- 
man v. Shoenberg, 33 Del. Ch. 211, 91 A.2d 786 (1952); Eliasberg v. Standard Oil Co., 
supra note 153. It is generally recognized that a shareholder may properly vote his 
shares in favor of ratification of a transaction in which he is interested, unless the 
transaction is so inequitable as to be considered fraudulent. See 2 FLETCHER, PRIVATE 
Corporations § 761 (perm. ed. rev. vol. 1954); 3 id. § 983 (perm. ed. repl. vol. 1947). As 
previously indicated, however, if waste exists, ratification is ineffective as against the 
complaint of a single objecting shareholder. Assuming the interested shareholder’s vote 
is needed to obtain a majority vote in favor of ratification of a transaction, there may 
be a question whether his vote can be counted so as to shift the burden to the objecting 
shareholder of establishing that the transaction constitutes waste. There do not appear 
to be any decisions on this precise point. However, in one of the Gottlieb decisions, 
supra at 59, the Delaware Supreme Court commented that a new set of rules was invoked 
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valuation, previously noted, impose substantial difficulties on a person who 
has the burden of establishing unreasonableness of stock options and in no 
reported decision to date has anyone succeeded in meeting this burden. 

In order to rely upon shareholder approval as shifting the burden to 
the attacker, it is necessary that a full and proper disclosure concerning the 
stock options be made to the shareholders.'®® This has been emphasized in 
the litigated cases. Disclosure of a substantial amount of information is, 
of course, required in the case of listed corporations by the SEC proxy 
rules.1°° The disclosure which is made should relate not only to the terms 
of the options, but, insofar as possible, to the optionees (including proposed 
optionees) and the number of shares covered by their options. In the 
Gottlieb litigation, the plan submitted to stockholders covered options for a 
total of 50,000 shares. Specific options to seven officers for an aggregate 
of 24,500 shares were provided for in the plan and options for the remaining 
25,500 shares were to be granted to officers and key employees as determined 
by a committee. At the time of commencement of the litigation, options 
had been issued to the seven officers for the 24,500 shares. The litigation 
sought to cancel these and to enjoin the issuance of the additional options. 
In discussing the effect of ratification by the shareholders, the Delaware 
Supreme Court was careful to point out that it was not deciding the neces- 
sity of further ratification for the 25,500 remaining shares and appeared to 
indicate that at least one of the relevant considerations would be whether 
or not an optionee of any of such remaining shares was a director.1*1 

Limitations on the effect of shareholder approval as to options not 
specifically disclosed to shareholders probably would be lessened by pro- 
visions in the option plan specifying the maximum number of shares which 
may be called for by an option to any director.1*? Most plans, however, 


where approval has been given by “a majority of independent, fully informed stock- 
holders.” (Emphasis added.) Another area in which the requirements for ratification 
are not completely clarified is the number of votes needed, that is, whether a majority 
of the outstanding voting shares or a majority vote at a meeting at which a quorum is 
present or represented. The New York Stock Exchange policy, however, is clear. 
Where such policy requires shareholder approval of a proposal as a condition to listing, 
the minimum vote is approval by a majority of the votes cast, provided the total vote 
cast represents over 50% in interest of the shares entitled to vote on the proposal. New 
York Stock ExcHANGE, Company Manvuat B-16. 

159 In Eliasberg v. Standard Oil Co., 23 N.J. Super. 431, 92 A.2d 660 (1952), aff'd, 
12 N.J. 467, 97 A.2d 437 (1953), the court took the position that no lack of disclosure 
was involved in failure to point out the absence of tax deductions available to the 
corporation under a restricted stock option program. However, it would seem the better 
part of caution to include an explanation in this regard in the material submitted to 
the shareholders. 

160 See note 110 supra. 

161 Supra note 158, at 59. 

162 In Eliasberg v. Standard Oil Co., supra note 159, the plan limited the number of 
shares to directors as a group, and also to any individual director. 
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seek to avoid limitations on the effect of shareholder approval by providing 
for a committee of disinterested directors to determine the various optionees 
and the number of shares to be covered by options granted to them.!® Since 
such a committee will in effect be performing certain functions of the board 
of directors, it would seem necessary that authority for the committee be 
found in the applicable corporation law.'4 

The effect of ratification may also be questioned if undue rights of 
amendment are reserved to the board as part of an approved plan. The need 
for flexibility usually makes it desirable for certain rights of amendment to 
be reserved. However, if the reservation does not permit an amendment 
increasing the number of shares, reducing the option price, extending the 
period for exercise, or similar matters, from that provided for in the plan 
as approved by shareholders, reservation of the right to amend or amend- 
ments pursuant thereto should not impair the effect of ratification.’ 

In addition to amendment of an option plan approved by shareholders, 
it is also possible that it may be desired to amend options outstanding under 
such a plan, as for example, to reduce the option price to reflect a lower 
current market value. In the first instance, it would be necessary to con- 
sider whether amendment of outstanding options is consistent with the terms 
of the plan. Assuming no inconsistency exists, the question remains whether 
shareholder approval carries over to such an amendment. Certainly, as to 
specific options approved by shareholders, it would be extremely doubtful 
that shareholder approval could be successfully claimed to apply to later 
substantial amendments of such options. This also would be true if the 
disclosure to stockholders expressly or by clear implication indicated no 
such amendment would be made or specified of any substantial terms, 
such as option price (or the approximate date on which market value is 
to be used as the basis of determining option price), which are sought to 
be amended. 


CONCLUSION 


Recent declines in stock market values perhaps make it unnecessary to 
comment that any stock option or other stock acquisition program may not 
produce the benefits which are hopefully expected and instead may result in 
disadvantages in employee relationships. Where a program, such as a stock 


163 Kaufman v. Shoenberg, supra note 158, held that a combination of shareholder 
approval and independent committee action placed the burden of establishing unreason- 
ableness on the complaining shareholder. 

164 Both the Delaware General Corporation Law, Det. Cope Ann. tit. 8, § 141(c) 
(1953), and the Illinois Business Corporation Act, Itt. Rev. Strat. c. 32, § 157.38 (1957), 
permit the creation of such a committee. However, the committee must be comprised 
entirely of directors and in Illinois it probably is a sensible precaution to designate the 
committee as an executive committee. 


165 Kaufman v. Shoenberg, 33 Del. Ch. 211, 91 A.2d 786 (1952). 
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option program, requires payment by the employees, care should be taken 
to protect against these possible disadvantages by making it perfectly clear 
to every employee eligible to participate that he is under no obligation what- 
soever to do so, and that any stock investment has elements of risk. However, 
it must be recognized that at least the more subtle aspects of these dis- 
advantages cannot be entirely eliminated. 

Nevertheless, restricted stock options can often provide a corporation 
with an attractive method of giving highly paid employees additional com- 
pensation by converting compensation which would otherwise be taxable 
at ordinary income rates into a capital gain which may be taxable at a much 
later date or may escape taxation entirely if the employee dies holding the 
stock. However, the loss of the corporation’s income tax deduction for com- 
pensation paid must be carefully matched against the gain to the employee 
to determine whether the employee would not benefit more from a more 
direct method of compensation at the same cost to the corporation after 
taxes. 











CONTROL OF TRANSFER OF 
BUSINESS INTERESTS 


BY WILLIAM C. CHILDS * 


SELDOM IS A LAWYER PRESENTED with a more challenging or a 
more promising problem than to help a client work out a satisfactory method 
of controlling the transfer of interests in his business.’ It is challenging be- 
cause it calls for a high degree of performance in the three areas in which 
the lawyer, as a counsellor, should excel: analysis, awareness, and applica- 
tion. It calls for a clear analysis of exactly what the client wants to ac- 
complish—a matter on which he invariably needs help. It tests the coun- 
sellor’s awareness of the many legal and tax obstacles, limitations, and traps 
that lie along the way. It is equally important that he be aware of ways 
of coping with these problems so that he can enable his client to accomplish 
his purpose safely. Finally, the lawyer is called upon to apply his knowl- 
edge and resourcefulness to the facts as analyzed. He thus drafts documents 
which will accurately state the desires of the parties involved and which will 
stand the tests of time as a sound solution of the problem with optimum tax 
results. 

To have such a problem presented to him is promising to a lawyer 
because it almost inevitably involves vital aspects of the two most important 
phases of the client’s life: his business and his family. It would be hard to 
imagine an area in which the client would be less likely to know the prob- 
lems or more likely to understand an exposition of them and to appreciate 
their resolution in a manner which enables him to do what he wants to do. 

Of the three principal types of business enterprise—sole proprietorship, 
partnership, and corporation—we will restrict our attentions here to the 
corporate form.? It is immediately apparent that the corporations involved 
will most frequently be close corporations. A corporation whose stock is 


* WILLIAM C. CHILDS. A.B. 1938, Yale University; LL.B. 1941, Harvard 
University; partner in firm of Hopkins, Sutter, Owen, Mulroy © 
Wentz, Chicago, Illinois. 


1This explains the large number of excellent articles on the subject, such as 
Cataldo, Stock Transfer Restrictions and the Closed Corporation, 37 Va. L. Rev. 229 
(1951); Smith, Share Repurchase Agreements, 32 Cu. B. Recorp 465 (1951); O’Neal, 
Restrictions on Transfer of Stock in Closely Held Corporations: Planning and Drafting, 
65 Harv. L. Rev. 773 (1952); Molloy, Restraints on Alienation and the Internal Revenue 
Code, 7 Tax L. Rev. 439 (1952); Murphy, Survivor-Purchase Stock Agreements, 1 
Prac. Law. 44 (1955); Friedman, Buy and Sell Agreements: A Review and a New Look, 
N.Y.U. 15TH Inst. on Fep. Tax. 1053 (1957); and other articles cited infra. 

21It will be readily recognized, however, that much of the material in this paper 
is applicable to partnerships as well as corporations. 

3 “Although there is some disagreement as to the definition of the close corporation, 
the prevailing view appears to be that it is one in which management and ownership 
are substantially identical to the extent that it is unrealistic to believe that the judgment 
of the directors will be independent of that of the stockholders.” Symposium on the 
Close Corporation, 52 Nw. U.L. Rev. 345 (1957). 
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widely held by a large number of shareholders is far less likely to attempt 
to restrict the alienability of its stock. 


THE REASONS FOR CONTROL 


The existence of a closely-held corporation of itself presupposes a situa- 
tion calling for stock transfer agreements. On the one hand, generally 
speaking, the shareholders have chosen, and will wish to continue to choose, 
their associates; * on the other, should a shareholder wish, or be required, 
to withdraw, he wants a market for his stock. The power to select associ- 
ates increases in importance with the closeness of the business relationship 
between the persons who are the shareholders. It is often the case that the 
shareholders are also the directors, officers, and active managers of the com- 
pany. Almost never is a close corporation without stockholding officers. 
The shareholders operate, in effect, like partners, sharing in decisions with- 
out regard to shareholdings. They have confidence in the integrity and busi- 
ness judgment of their associates and they have found each other compatible 
to work with. They all wish to maintain the status quo which has proven 
so satisfactory, or at least to have any changes subject to their prior approval. 

It takes no effort of the imagination to appreciate the difficulties and 
unpleasantness that could arise if an undesirable person suddenly appeared 
in this intimate corporate family. There are many reasons why he might 
be undesirable as a shareholder, which would reflect neither on his judgment 
nor on his character. He may have no desire or capacity for carrying on as 
an officer in the shoes of his vendor. He may wish to be purely an investor 
and take no part as director, officer, or employee. If all the other share- 
holders were officers or employees, their interest would immediately be at 
odds on the important questions of salaries and dividends. He would be more 
likely to want the salaries modest and the dividends high. Perhaps the most 
inevitable and least desirable new shareholder from this viewpoint would be 
the widow of a deceased shareholder. She would almost certainly not be 
an employee as well as a shareholder, and she would undoubtedly need the 
dividends to live on. On the other hand, the “working” shareholders would 
wish to take full advantage of the perquisites of corporation officers and 
would want to take their income as compensation deductible by the corpora- 
tion rather than as non-deductible dividends. They would give themselves 
salaries in the upper range of fair compensation. 


4“ |. Stock in a corporation is not merely property. It also creates a personal 
relation analogous otherwise than technically to a partnership. ... [T]here seems to 
be no greater objection to retaining the right of choosing one’s associates in a corpora- 
tion than in a firm.” Mr. Justice Holmes in Barrett v. King, 181 Mass. 476, 479, 63 N.E. 
934, 935 (1902). “There are many obvious reasons why it may be to the interest of the 
stockholders of a corporation and not violative of any public right or policy that 
stockholders should have some measure of choice in taking in new stockholders.” 
Mason v. Mallard Tel. Co., 213 Iowa 1076, 1081, 240 N.W. 671, 673 (1932). See quo- 
tation from Hladovec v. Paul, 222 Ill. 254, 262-63, 78 N.E. 619, 622, at note 19 infra. 
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Of course, the intrusion of a hostile shareholder can be disastrous for 
a company.’ A competitor shareholder, for example, would have unlimited 
opportunity to disrupt the operations of the company. He could inspect 
confidential corporate records and financial data, and might even have access 
to secret formulae. He could incite or conduct litigation which would waste 
the time and energies of the corporate managers, harm the corporation’s 
credit standing and public relations, and cause a loss of its customers. 

Furthermore, the continuity of control—and, therefore, management— 
given by an agreement restricting the transfer of stock to existing share- 
holders would have a stabilizing effect upon the policies of the company. 
Banks informed of such an agreement would be more inclined to give credit 
and key employees to stay with the company. Such an agreement if made 
known could instill confidence also in customers and suppliers not only that 
the company would continue to operate but that present policies would 
continue even if a substantial shareholder-officer left or died. 

In short, such agreements have very real and potent business purposes 
for the corporation. Of course, what is good for the corporation is also good 
for the continuing shareholders. Such an agreement can help continuing 
shareholders in planning for estate and gift taxes, if not in reducing them, 
and can settle valuation disputes before they arise. In addition, it can afford 
a shareholder or his estate a market for an otherwise unmarketable minority 
stock interest. 

There are many different types of restriction, and there are several 
vehicles in which the restrictions appear. There are also many occasions 
which may make the restrictive provisions operable. The variations are 
infinite and must be selected to suit the needs of the specific circumstances. 


THE NATURE OF AVAILABLE RESTRICTIONS 


Restraints on the alienation of shares have taken many forms,® including: 
absolute restraints on any transfer or on transfers other than to existing 
shareholders; transfers only with the consent of all or a majority of the 
board of directors or the other shareholders; options to buy exercisable by 
the company or other shareholders in the event of the shareholder’s death, 
disability, or leaving the employ of the company; first option or first- 
refusal rights in the company or other shareholders in the event the share- 
holder wishes to sell; and contracts by which the corporation or other share- 
holders agree to buy, and the shareholder agrees to sell, his stock at a speci- 
fied price if he dies, leaves, or becomes disabled. 


5“The law recognizes the right of stockholders in organizing a corporation to 
protect themselves against invasion by parties who buy stock mainly for the purpose 
of ‘boring from within.’” Mason v. Mallard Tel. Co., supra note 4, at 1087, 240 N.W. 
at 675. 

8 See Annots., 29 A.L.R.2d 901 (1953); 11 A.L.R.2d 1000 (1950); 2 A.L.R.2d 745 
(1948); 138 A.L.R. 647 (1942); 65 A.L.R. 1159 (1930). 
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The general rule is that only reasonable restraints on the transfer of 
stock will be upheld and enforced.? The courts of the various states, how- 
ever, have not been unanimous in their approach to the determination of 
what is reasonable. This difference of approach can be controlling in a 
particular instance.8 The law of the state of incorporation controls the 
validity of restrictions contained in the articles or by-laws, but the law of 
the place of contracting governs the validity of contractual restrictions.® 
In the following discussion, particular attention will be given to Illinois law. 

The prime inquiry then is whether the restriction, under all the cir- 
cumstances of the particular case, is reasonable. Absolute restrictions on 
sale or transfer have been uniformly held invalid.!° In Illinois there is a split 
of authority on the validity of a provision that any sale of stock is subject 
to the prior consent of the board or other shareholders. In People ex rel. 
Rudaitis v. Galskis,11 a by-law of a newspaper corporation required share- 
holders intending to sell stock to notify the directors. The directors could 
refuse to allow sale to one who they thought would harm the paper, but 
they would have to find an acceptable purchaser or purchase at book value. 
The court held this reasonable and valid, giving the following reasons: 


“In the first place, the corporation was a small one where, in the very 
nature of things, the association of the stockholders together would par- 
take in a limited degree of the characteristics of a partnership. More- 
over, the business in which the corporation was to be engaged is also 
persuasive. It is evident that an unfriendly or unsympathetic stock- 
holder might, either with an ulterior purpose or otherwise, cause serious 
injury to the newspaper enterprise which the defendant corporation was 
organized to promote. Provision on the certificate seems to have been 
in harmony at least with the spirit of the by-law and to have been well 
designed not only for the interest of the stockholder insofar as his right 
to transfer his shares was concerned, but also for the best interests of 
the whole enterprise.” !* 


In People ex rel. Malcom v. Lake Sand Corp.,!’ and in three earlier 
cases,!* by-law and contractual inhibitions on the transfer of stock without 


TIbid.; People ex rel. Rudaitis v. Galskis, 233 Ill. App. 414 (1st Dist. 1924); 
Doss v. Yingling, 95 Ind. App. 494, 172 N.E. 801 (1930); Bloomingdale v. Blooming- 
dale, 107 Misc. 646, 177 N.Y. Supp. 873 (1919). 

8See discussion beginning at p. 85 infra, particularly with respect to the different 
treatment accorded charter and by-law restrictions. 

®See RESTATEMENT, Conrticts §§ 53, 332, 347 (1934); BALLANTINE, CorPoRATIONS 
§ 333 (rev. ed. 1946). 

10 See cases cited in Annots., supra note 6; FLETCHER, Private Corporations § 5455 
(perm. ed. rev. vol. 1957). 

11 233 Ill. App. 414 (1st Dist. 1924). 

12 Td. at 420. 

18 251 Ill. App. 499 (1st Dist. 1929). 

14 McNulta v. Corn Belt Bank, 164 Ill. 427, 45 N.E. 954 (1896); Douglas v. Aurora 
Daily News Co., 160 Ill. App. 506 (2d Dist. 1911); Finch v. Macoupin Tel. & Tel. Co., 
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the consent of the board, a majority of the other stockholders, or the presi- 
dent were held invalid as unreasonable restraints. The trend in the courts 
of other states appears to be toward finding such consent restrictions valid, 
assuming that such consent when requested will not be unreasonably with- 
held.15 

Perhaps the most popular restriction in current use is the option or the 
first-refusal device. Upon the occurrence of an event such as termination 
of employment, disability, or death, the corporation or remaining share- 
holders have an option to purchase. The first option or first-refusal arrange- 
ment gives the corporation or the other shareholders the right to purchase 
either at a fixed or formula price, or at the price the seller could obtain 
from a bona fide purchaser. Usually, the failure to exercise rights under 
either the option or the first-refusal leaves the shares free for transfer to 
outsiders. While these arrangements were at first considered unreasonable 
and therefore invalid,!® they are no longer found bad per se.'7 Their ac- 
ceptability, as is the case with all of these devices, depends upon their 
reasonableness in the light of all the circumstances. 

Another familiar arrangement is the contract which binds the share- 
holder’s estate to sell his stock and the corporation or the surviving share- 
holders to buy it when the shareholder dies. The occasion giving rise to 
the transaction may also be the termination of the shareholder’s employment 
or his disability. For convenience, we will call the shareholder-corporation 
agreement the “stock redemption agreement.” The other—that is, the ar- 
rangement between shareholders—is the “shareholders’ cross-purchase agree- 
ment.” Under the stock redemption agreement the corporation agrees to 
purchase, and the shareholder agrees that he or his estate will sell, his shares 


146 Ill. App. 158 (3d Dist. 1908). In the McNulta case, the by-laws stipulated multiple 
restrictions, namely, that the bank stock could be bought only for investment, could 
not be sold without the consent of the Board, nor to anyone already owning 50 or more 
shares, nor to anyone owning stock in any other bank in town, and if such prohibited 
persons became owners, they could not vote or receive dividends on their stock. In the 
Finch case, the facts showed that notice of the restriction did not appear on the face 
of all the stock certificates. In the Douglas case, there was also an agreement that the 
president could buy back the stock if the employee-stockholder left the company. This 
agreement was upheld although the consent by-law was held invalid. 

15 Q’Neal, supra note 1, at 780. 

16 Victor G. Bloede Co. v. Bloede, 84 Md. 129, 34 Atl. 1127 (1896). 

17Lawson v. Household Finance Corp., 17 Del. Ch. 343, 152 Atl. 723 (1930) 
(charter gave corporation option to purchase at book before sale to others); People 
ex rel. Rudaitis v. Galskis, 233 Ill. App. 414 (1st Dist. 1924) (by-law and notice on cer- 
tificate gave first option to corporation to purchase at book value); Douglas v. Aurora 
Daily News Co., supra note 14 (agreement gave president option to purchase at par plus 
a premium if shareholder’s employment by company terminated); Doss v. Yingling, 95 
Ind. App. 494, 172 N.E. 801 (1930) (by-law gave option to other shareholders to buy 
at book before selling to third parties). In these cases, however, all circumstances were 
searchingly scrutinized before the options were found reasonable. See also FLETCHER, 
PRIVATE CorporaTIOns § 5456 (perm. ed. rev. vol. 1957). 
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upon his death, retirement, disability, or the like. Under a cross-purchase 
agreement each shareholder agrees to sell his shares and the others, usually 
on a pro rata basis depending on their shareholdings, agree to buy them. 
There are very few cases on either of these arrangements. 

There is no reason why such a contract should not be valid if supported 
by consideration.’* An early decision of the Illinois Supreme Court held that 
an agreement restricting shareholders to no more than ten shares each was 
valid and enforceable, and cogently stated the theory underlying all these 
restrictive agreements: 


“ 


. . . . Here, however, we are not dealing with a by-law of a 
corporation, but a contract made by appellant with appellees, and which 
was to inure to the benefit, not alone of appellees, but such other per- 
sons as might thereafter become stockholders of said corporation, to 
which the corporation was not a party. We see no reason why a number 
of persons in trade, such as vendors of beer, may not engage in manu- 
facturing the beer they sell their customers, and to that end each con- 
tribute an equal portion of the capital used in the manufacture thereof, 
and share equally in the management of the business and the profits and 
losses incident to the business. Such an arrangement would make the 
parties to the enterprise partners and the enterprise a partnership under- 
taking. If parties can thus agree to carry on such an enterprise as a 
partnership, why may not they incorporate under the statute and carry 
the business on through the medium of a corporation? While an agree- 
ment limiting the number of shares which should be issued to each 
stockholder would not be binding upon the corporation, we know of 
no reason why it would and should not bind the parties to the agree- 
ment.” =° 


Buy-and-sell contracts, to be effective at death, have been held not to be 
testamentary and, therefore, are not required to conform to the formalities 
necessary in executing wills.?° 

In most jurisdictions there are limitations on a corporation’s power to 
acquire its own shares. If, for example, an Illinois corporation’s net assets 
were less than the sum of its stated capital, paid-in-surplus, and certain other 
capital surplus items, or if the purchase of its shares would cause its net 
assets to fall below such sum, then the corporation could not legally pur- 
chase its own shares.2! It has been held by the Court of Appeals of New 
York that a contract under which the corporation agreed to purchase shares 
of its employee upon termination of his employment was unenforceable for 


18 Buy-and-sell agreements have been held specifically enforceable in Bohnsack v. 
Detroit Trust Co., 292 Mich. 167, 290 N.W. 367 (1940); Greater N.Y. Carpet House, 
Inc. v. Herschmann, 258 App. Div. 649, 17 N.Y.S.2d 483 (1940). 


19 Hladovec v. Paul, 222 Ill. 254, 262-63 (1906). 
20 Thompson v. J. D. Thompson Carnation Co., 279 Ill. 54, 116 N.E. 648 (1917). 
21 ILL. Rev. Stat. c. 32, § 157.6 (1957). 
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lack of mutuality because, under a similar statute, the corporation might not 
be able legally to make such purchase.”* This is a surprising result. Normally, 
the fact that the corporation was bound to purchase if financially and legally 
able to do so would be sufficient consideration to support the employee’s 
promise to sell. 

In essence, what the courts must do in determining whether a restraint 
on alienation is reasonable or not is to balance the economic values of free- 
dom of alienation against the economic values in such restraints. Generally 
speaking, if the purposes of the restraints are valid business purposes and 
no greater restriction is imposed than is reasonably necessary to accomplish 
such purposes, the restraint will receive judicial approval. It should be 
demonstrable, however, that the restraint will benefit the enterprise as dis- 
tinguished from the other shareholders. 


HOW THE RESTRAINTS ARE IMPOSED 


The provisions restricting the transfer of corporate shares are found 
in one or more of three places, namely, the articles of incorporation, the 
by-laws, and contracts between the shareholders or between the share- 
holders and the corporation. In each case the restrictions must measure up 
to the test of reasonableness. Of these three means of providing for re- 
strictions on transfer, the relative advantages and disadvantages of the by- 
law and charter provision merit attention. 

Assuming there is no statutory inhibition to the inclusion of a restric- 
tion on the transfer of stock in the articles of incorporation, a charter re- 
striction which is reasonable will be valid and enforceable provided ap- 
propriate notice is given to the shareholder.** Illinois corporations are em- 
powered to issue shares as stated in their articles of incorporation.?* Shares 
may be divided into classes and be subject to such qualifications, limitations, 
and restrictions as stated in the articles. Section 15 of the Uniform Stock 
Transfer Act, in force in I]linois since 1917, provides that there shall be no 
restriction on the transfer of shares unless the restriction is stated upon the 
certificate.?5 

The inclusion of restrictions on transfer of stock in by-laws may not 


22 Topken, Loring & Schwartz, Inc. v. Schwartz, 249 N.Y. 206, 163 N.E. 735 (1928). 
A subsequent New York case has held, however, that the estate of a decedent was bound 
to perform a contract to sell to the corporation where the corporation had purchased 
insurance to fund its liability. Greater N.Y. Carpet House, Inc. v. Herschmann, 258 App. 
Div. 649, 17 N.Y.S.2d 483 (1940). 

23 A leading case on this subject is Bloomingdale v. Bloomingdale, 107 Misc. 646, 
177 N.Y. Supp. 873 (1919). 

24 ILL. Rev. Srat. c. 32, § 157.14 (1957). 

25 Id. § 430. This has been held to be the statutory justification for restrictions upon 
the general rights to transfer certificates of stock. People ex rel. Rudaitis v. Galskis, 233 
Ill. App. 414 (1st Dist. 1924). 
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have the desired effect. In some instances it has been held that there was no 
authority to enact such a by-law, and the by-law was considered invalid.?® 
The theory of such cases appears to be that unless there is specific statutory 
or charter authorization, such restrictions are beyond the scope of by-laws.?* 
On several occasions, however, a by-law of doubtful validity as a by-law, 
has been given effect as a contract between the shareholders or between 
the shareholders and the corporation.?® 

In view of the foregoing, it has been strongly urged that restrictions on 
transfer should be contained in the corporate charter rather than in the by- 
laws. A further advantage of such a charter provision is that it may weigh 
favorably in determining whether the restriction is reasonable or not. Since 
the charter has been reviewed and approved by the Secretary of State or 
other governmental authority and bears his imprimatur, there is a basis for 
the argument that it does not contravene the public policy of the state.*° 
Certainly such an argument cannot be relied on too heavily. It is only 
cumulative. 

No matter how the restrictions are imposed, whether by charter, by- 
law, or stock redemption or cross-purchase agreement, it is to be kept in 
mind that the restrictions must be set forth or at least accurately referred 
to on the certificates. Otherwise, the restriction will be unenforceable under 
section 15 of the Uniform Stock Transfer Act, effective almost every- 
where.*! 


26 In re Klaus, 67 Wis. 401, 29 N.W. 582 (1886). 

27In Illinois a domestic corporation has the power to make and alter by-laws, not 
inconsistent with law or its articles, “for the regulation and management of the affairs 
of the corporation.” Ity. Rev. Stat. c. 32, § 157.25 (1957). Certainly in a broad sense a 
restriction on transfer of stock is within the term “regulation of the affairs of the 
corporation.” In People ex rel. Rudaitis v. Galskis, supra note 25, such a by-law was 
held valid. See Hladovec v. Paul, 222 Ill. 254, 262 (1906). 

28 Searles v. Bar Harbor Banking & Trust Co., 128 Me. 34, 145 Atl. 391 (1929); 
Model Clothing House v. Dickinson, 146 Minn. 367, 178 N.W. 957 (1920). In Illinois 
the power to make and amend by-laws is in the Board of Directors unless given to the 
shareholders in the articles. Int. Rev. Stat. c. 32, § 157.25 (1957). Thus, there is less 
likelihood that the by-law would be considered a contract between shareholders than 
where by-laws are established by shareholder action. 

29 Cataldo, Stock Transfer Restrictions and the Closed Corporation, supra note 1, 
at 240. 

30 Jd. at 241. Two cases have held that charter provisions prohibiting a shareholder 
from transferring his shares until he has obtained the prior approval of shareholders or 
directors is not invalid as being unreasonable. Mason v. Mallard Telephone Co., 213 
Iowa 1076, 240 N.W. 671 (1932); Wright v. Iredell Tel. Co., 182 N.C. 308, 108 S.E. 744 
(1921). 

31In Doss v. Yingling, 95 Ind. App. 494, 172 N.E. 801 (1930), it was held that 
the restriction was enforceable even though not referred to in the certificate, because the 
stockholder had actual notice of the restriction. However, it was the president of the 
company who was seeking to avoid the restriction, and it was held that he could not 
benefit from his own failure to see that an appropriate legend was placed on the certi- 
ficate. 
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PRICE TO BE PAID FOR SHARES 


Almost all of the transfer restrictions that have been found reasonable 
and valid provide for the purchase or sale of the stock in some manner. 
A price must somehow be determined. The option in the corporation, its 
board, or its shareholders to purchase the shares, cross-purchase agreements 
between stockholders, stock redemption contracts with the corporation, and 
even certain first-refusal options—all provide for a price, or a method of 
determining the price. 

At the time the restrictive agreements are entered into or the stock is 
acquired subject to such restriction, the stockholder usually does not know 
whether he will be the one whose stock will be purchased or the one whose 
stockholding will be increased by the purchase of the stock of another. Of 
course, the probabilities may be weighted one way or the other by the age 
of the stockholders, their financial strength, or the amount of stock that they 
hold, etc. But assuming none of the stockholders knows whether he will be 
the purchaser of another’s stock or he or his estate the seller of his own, he 
may look at the method of fixing a price in any one of three ways: 


(1) He may assess the chances of whether he or his estate will buy or 
sell and have the price determined accordingly. Thus, if he has estimated 
that he will be the buyer or that the corporation will buy stock from the 
other stockholders, he will wish to fix the price of a successful company 
with a high earning capacity, at book value without credit for good will. 
On the other hand, if he has reason to believe that he may be the seller in 
the near future, he will want the corporation’s past high earning capacity 
to be given more weight in determining the price. The desire for certainty 
and convenience could be another reason for establishing a price favorable 
either to buyer or seller. 

(2) There are situations in which each stockholder wants to have the 
value of his stock pass over to other stockholders at the least cost to them. 
This is commonly the case in the family corporation, where each agrees that 
upon his death his estate will sell to the other or to the corporation on a 
basis designed to result in a minimal price. This can be desirable for estate 
and inheritance tax purposes and also because the surviving stockholders or 
the corporation might be hard pressed for sufficient cash to pay a high price 
for the stock. 

(3) Often, the matter is resolved by the use of a fair, certain, and 
yet simple formula for arriving at a valuation. This largely removes the 
gamble from the arrangement; it would presumably result in a value which 
could be made to hold for estate and inheritance tax purposes; and it would 
be more likely to leave all parties concerned more satisfied with the result. 


Fixing a valuation can be one of the most difficult aspects of buy-sell 
or option agreements relating to stock or other business interests. There 
exist a number of possibilities, which are discussed below. 
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An Agreed Price 


Where the period between the time of contracting and the time of pur- 
chase is to be short, a fixed cash figure is sometimes used and will serve the 
purpose adequately. It is apparent, however, that the longer the period for 
which such price is fixed, the greater the likelihood that it will differ sub- 
stantially from a fair value at the date of the sale. The fixed cash price 
method does have the merit of certainty and exactness and can thus, for 
example, make the stockholder’s estate tax planning easier. It can be made 
more flexible by adding an adjustment feature to bring the original figure 
periodically up to date. There are many ways of providing for such adjust- 
ments. Thus, the agreement may call for a renegotiation of the fixed price 
among the contracting parties every three or five years. Certainty, the 
chief advantage of an absolute fixed-price agreement, is thereby sacrificed 
in part. The difficulties of arriving at an agreed price for the stock on one 
occasion alone may well place a strain on the parties and the cordiality of 
their relations. To multiply the experience is perhaps to ask for periodic 
disagreements rather than periodic agreement.®? 

Another possibility is the variant of the fixed price with an automatic 
adjustment. The price may be set at a specific cash amount but adjusted 
automatically each year to reflect the variation for that year in the book 
value of the company’s stock.** Or it may be adjusted each three years to 
reflect the difference between the average capitalized earnings of the com- 
pany for such three-year period and the average capitalized earnings of the 
company for the next preceding three-year period. Even if the adjustment- 
by-agreement method is used, there should be provision for such an auto- 
matic adjustment if the parties cannot agree. 


Price to be Fixed by Others 


One fair way of determining the value at which shares may be bought 
under an option or buy-sell agreement is to place the determination in the 
hands of disinterested appraisers. Thus, in Lawson v. Household Finance 
Corp., °* the company had an option to buy the stock which the shareholder 
gave notice he desired to sell. The price which the company would pay if 
it exercised the option was to be determined by a majority vote of three 
appraisers, one chosen by the company, one by the shareholder, and the third 
by the two appraisers thus selected. If the company did not exercise its 
option, the shareholder was free to transfer the stock to whomever he wished 


82 Rohrlich, Legal Problems in the Organization and Structure of a Close Corpora- 
tion, Part Three, 124 N.Y.L.J. 282, col. 2 (1950). 

83See Appleman, A New Approach to Buy-and-Sell Agreements, 30 Taxes 821 
(1952). 

3417 Del. Ch. 1, 147 Atl. 312 (1929), aff'd, 17 Del. Ch. 343, 152 Atl. 723 (1930). This 
restriction was upheld by the court. 
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and at whatever price. The power to fix the price may be vested in an officer 
of the corporation, a distinterested bank, a judge, arbitrators *° or an arbitra- 
tion organization, or the like. Guides are frequently stated for the conduct 
of such an appraisal. Certain items are sometimes to be omitted in determin- 
ing value, such as good will, proceeds from life insurance on the deceased 
shareholder, or reserves for pensions or bad debts. Certain other considera- 
tions are specifically to be taken into account, as for example, the loss of 
the services of the decedent-shareholder and the withdrawal of his funds 
from the corporation. While the appraisal method may in the great majority 
of cases give a fair result, it may also be costly and time-consuming, and it 
would not be as predictable, of course, as the fixed-cash price, the book-value, 
or the capitalized-earnings methods. It could, however, be conclusive in 
resolving estate and inheritance tax valuation questions. 

Another situation in which the price is fixed by a third party is the 
traditional first-refusal arrangement. If, for example, the shareholder re- 
ceives a bona fide offer for his stock which he would like to accept, the 
corporation’s first-refusal option is to purchase at that price. In order to 
assure that the offer is actually bona fide, however, it is provided that if the 
corporation does not exercise the option, the sale will have to be made to 
such offeror at the specified price within a limited time or the restriction 
will not be lifted. The first-refusal option, however, is subject to many 
hazards for the optionee. The time of purchase and the price are completely 
out of his control and he has no really satisfactory way of testing the good 
faith of the offer except by failing to exercise the option. 

Sometimes the board of directors or other shareholders are empowered 
to fix the price of the stock. Directors or shareholders must be prepared 
to defend the reasonableness of the price and their good faith in fixing it; 
otherwise the price set might well be considered an unreasonable restraint.*® 

Finally, agreements providing for the sale to, and purchase by, the sur- 
viving shareholders or the corporation in the event of the shareholder’s death 
can provide that the price be as finally determined for federal estate tax 
purposes. The advantage of having the price control the tax valuation is 
thus lost and a long, unnecessary delay would result before payment could 
be made and the transfer consummated. 


Capitalization of Earnings 


The value of many businesses depends primarily, if not almost ex- 
clusively, on earnings. These include those which sell services or goods to 
the public. The less the investment of the company in capital assets, the 
greater is the importance of the earnings in determining value. On the other 


35 In re Lindsay’s Estate, 210 Pa. 224, 59 Atl. 1074 (1904). In this case the court re- 
quired the arbitrators to take good will into account in figuring value. 


36 Anderson v. Bean, 272 Mass. 432, 172 N.E. 647 (1930). 
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hand, the value of a holding company is determined primarily by aggregat- 
ing the values of the stocks and properties it holds and deducting operating 
and liquidating costs. 

There are two steps in determining a valuation based on earnings. 
First, the average earnings are computed for a base period; this gives the 
earning capacity of the company. Second, such earning capacity is multi- 
plied by an appropriate capitalization rate. Both steps present problems. It 
must be decided which factors are to be taken into account and which 
omitted from consideration. For example, over how long a period should 
earnings be averaged? Presumably it should be at least a complete business 
cycle—but what is a complete business cycle? Barring major depressions or 
war booms, it might vary between five and ten years, depending on the 
industry. If it is a young company, this may not be possible. Furthermore, 
there may have been substantial changes in the growth or capitalization of 
the company or other abnormalities during such period requiring a weight- 
ing of the earnings for certain years. There may be non-recurring items of 
income or loss for which the averaging method does not make proper allow- 
ance, 

In deciding whether and how the earnings shown on regular audits 
should be adjusted in arriving at a value for the stock, two factors which 
affect company earnings should be considered. First, officer-stockholders 
are likely to receive compensation which, though amply defensible on the 
ground of reasonableness, may be on the high side. Perhaps the best way to 
take this factor into account is to increase accordingly the rate at which the 
average earnings are to be capitalized. Secondly, the fact that the corpora- 
tion is losing the officer-stockholder whose shares are being sold wil! not be 
reflected in the average for years prior to his death or withdrawal. The 
parties could reason that taking everything into account, the loss of the 
officer-stockholder is offset by not including in the corporate assets the pro- 
ceeds from the key-man insurance on his life and by giving no extra con- 
sideration to him or his estate because of upper-range salaries in which he has 
participated. Finally, the actual computation within the limits stated should 
be left to the company auditors so that a skilled and relatively impartial 
agency will arrive at the figures. The company auditors should be con- 
sulted at the time of the drafting of the agreement so that the directions 
given are workable. 

But assuming the shareholders can agree on how to compute the earn- 
ings and over how many years they are to be averaged, how do they de- 
termine the number by which this figure is to be multiplied? This is also 
a difficult question. Perhaps a proper rate for most small businesses in normal 
times would be four times earnings.37 But it must be checked out for the 
specific company and the specific conditions. The best starting place is to 


37 O’Neal, supra note 1, at 803. 
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compute the average price-earnings ratio for listed stocks in a comparable 
business. If such figures are available, two matters may very well be ap- 
parent: the wide variations between the ratio for different companies in 
the same category, and the wide variations between years for one or more 
of these companies. Nevertheless, it is as good a gauge as can be found. 
Before this rate is ready for use in our formula, it should be reduced by a 
percentage recognizing the fact that listed securities, because of their ready 
marketability, are worth more than minority interests in closely-held com- 
panies. 

The figure arrived at when the agreement is entered into may be made 
the final rate for any sale thereunder. Again, this would be acceptable for 
a short period, but changing conditions could grossly distort its fairness. 
Under such circumstances, the company’s auditors could be required peri- 
odically to go through much the same procedure in deciding whether the 
original rate was still valid. Or they could make such determination when 
the sale and purchase were to be effected. In any event, the person making 
the determination and the procedure he is to follow should be clearly and 
completely stated in the agreement. While the capitalized-earnings method 
of valuation has many shortcomings which may disqualify it as a good 
method of assessing fair value, it has the merit of giving primary recognition 
to the most important single factor for most businesses.3* 


Book Value 


Determination of price by book value appears to have been used more 
often than any other method.*® It is simple and certain and reflects, in part 
at least, annual changes in the value of the stockholders’ equity. Book value 
seldom reflects actual values: fixed assets are usually carried at their cost 
(which will usually be far below replacement cost), less depreciation 
(which probably does not reflect actual decline in value). Good will, patents, 
and other intangibles are more often than not carried at nominal value. 

Usually the book value used will be the last formal computation of 
record. In the informal area of a close corporation, this could mean almost 
a year prior to the date of sale. Substantial changes may have occurred in 
the meantime. If book value is used, it should be recognized that it is likely 
to be lower than actual value. Thus, in fixing book value as the price at 
which shares may be bought in the event a shareholder wishes to sell, re- 
tires, or dies, a brake is placed on voluntary withdrawals, and an advantage 


38 A method which is complicated but may be considered by the parties as giving 
proper and desirable weight to good will—always a difficult valuation problem—is set 
forth in A.R.M. 34, 2 Cum. Butt. 31 (1920). It is not an automatic answer, however. 
In addition to being cumbersome and complicated, it requires the exercise of much 
discretion in determining the figures used in its application. 

39 F.g., People ex rel. Rudaitis v. Galskis, 233 Ill. App. 414 (1st Dist. 1924); Doss v. 
Yingling, 95 Ind. App. 494, 172 N.E. 801 (1930). 
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is given to the last survivor. Moreover, the deceased shareholder’s estate 
may find that the book value it receives for the shares is not acceptable for 
federal estate tax or state death-tax purposes, and the estate therefore pays 
tax on more than it receives.*? Book value may prove useful as the indi- 
cator of changes during the periods between more formal revaluations, if 
desirable. Thus, the fair value per share could be fixed in a cash amount 
with provisions for reappraisal each five years. Between appraisals, the sale 
price would reflect any fluctuations in book value over or under book value 
at the time of the last appraisal. The principal virtue—and perhaps the 
only virtue—of using book value is simplicity. 


PROVISION OF FUNDS FOR PAYMENT OF PRICE 


In the case of an exercised option or a firm buy-and-sell contract, the 
purchaser must somehow be able to raise the purchase price. All of the 
reasons for such restrictive provisions dictate that funds be provided so 
that the provisions can be performed. 


Purchases by the Corporation 


In the case of the corporate purchaser, the most forbidding obstacle 
that may be encountered is that the purchase of its own shares would be 
illegal under local law. In contemplating such an eventuality, the parties 
may write into the restrictive agreement a successive right in the remaining 
shareholders to purchase at the same price but perhaps on easier terms of 
payment. 

The event of death is often the actuator in an arrangement for a pur- 
chase and sale of the decedent’s stock. Moreover, the price at death is likely 
to be even higher than during life when there was a reason to inhibit with- 
drawal. A prospective purchaser should therefore seriously consider taking 
out life insurance on the life of the person whose stock he may purchase, 
in an amount which will enable him to make the purchase. Of course, this 
applies equally to the corporation under a stock redemption agreement. The 
purchase by a corporation of “key-man insurance” is a familiar hedge against 
the loss to the employer occasioned by the key man’s death. It may func- 
tion as key-man insurance and contract performance insurance at the same 
time. In either event the corporation’s investment in such insurance on the 
life of an officer-shareholder or even on a shareholder, particularly where 
the company was committed to purchase his shares at death, would appear 
to be a proper corporate expenditure. 

Where the corporation funds its obligations or option to purchase shares 
by the purchase of insurance on the life of the shareholder, the question 
arises whether the value of the insurance policy should be included in the 
corporate assets in determining the price to be paid for the shareholder’s 


40 See discussion at p. 100 infra. 
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stock. Let us assume, for example, that a corporation worth $100,000, owned 
equally by two stockholder-officers, has purchased $50,000 life insurance 
policy on each to fund its obligation to purchase the stock interest of the 
first to die. At his death, the corporate worth, exclusive of insurance, is still 
$100,000. But the $50,000 insurance proceeds, plus the cash surrender value 
of the policy on the survivor, will also be valuable assets of the corporation. 
Should the decedent’s estate receive only $50,000, leaving to the survivor 
a corporation worth $100,000 plus the value of the insurance on his life? On 
the other hand, the corporation has lost the decedent’s services, which may 
have been a vital factor in the earning capacity of the enterprise. Obviously, 
each situation has to be evaluated on its own facts. At least one formula 
arrangement has been devised to take into account the value of the insurance 
proceeds as well as the loss to the corporation of the stockholder-officer’s 
services. *1 

From the foregoing it can be seen that the corporate stock redemption 
variety of buy-sell agreement is not without its objections even before tax 
considerations are taken into account. Yet, at the present time, it is the 
more popular type used. Again, it may appear the simpler alternative: The 
corporation raises the funds; the stock interests of the remaining share- 
holders remain the same after the stock purchase; and the corporation then 
has treasury shares for sale to anyone approved by the continuing share- 
holders. 


Purchases by the Continuing Shareholders 


Where the shareholders are few and there is no great disparity in their 
ages or ownership, the cross-purchase agreement among shareholders may 
present the most practical solution. The funding of the obligation of each 
surviving shareholder to purchase a prorata share of the stock of a decedent 
shareholder can again be provided for in part at least by life insurance. 

Each shareholder takes out a policy on the life of each other shareholder 
in an amount estimated to equal the cost of his share of the other’s stock. So 
that each shareholder is assured that his estate will actually receive the agreed 
price, a trustee may hold the policies and may be beneficiary thereunder 
with instructions to use the proceeds to buy the decedent’s stock for the 
benefit of the surviving shareholders pro rata in accordance with their hold- 
ings. The trustee also holds all the stock with appropriate stock powers 
but the shareholders remain owners of record. 

By the cross-purchase agreement, the value of the corporation is kept 


41See Appleman, A New Approach to Buy-and-Sell Agreements, 30 Taxes 821 
(1952). The suggested formula assumes A and B are equal owners of an enterprise worth 
$80,000 while both are living and working but which would be worth $67,500 if either 
left. Each buys $67,500 of insurance on the life of the other. When one dies, his estate 
receives the $67,500 in cash and the other receives a $67,500 business. Then there is an 
adjustment so that each will have paid one-half the premiums on both the policies. 
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intact and the danger of the inability of the corporation to purchase its own 
stock is eliminated. There are, however, certain disadvantages to the cross- 
purchase agreement. First, there is a large amount of insurance purchased 
which can never serve the purpose for which it was acquired—namely, all 
of the insurance purchased by the decedent shareholder on the lives of the 
survivors. Second, if there is a large number of shareholders, the cross- 
insurance network becomes hopelessly cumbersome. Thus, if there were 
eight shareholders, there would have to be fifty-six insurance policies pur- 
chased, each shareholder having to buy seven policies. Third, that a share- 
holder with a lesser interest and of a younger age has to pay more for the 
insurance he purchases may be a burden on him, but is not a disadvantage 
since he stands to get a greater interest sooner. Fourth, there are occasions 
other than death, such as retirement or disability, upon which the other 
shareholders may wish or will be obligated to purchase the shares. Raising 
the necessary cash could be quite burdensome even after the existing life 
insurance is surrendered for its cash value. But it is to be kept in mind that 
inter vivos sales of stock may be discouraged by lower prices or at least may 
provide for payment on easier terms. 


TAX CONSIDERATIONS 


In this section, our concern is mainly with the two buy-sell types of 
arrangement, namely, the stock redemption agreement and the shareholder’s 
cross-purchase agreement. Three different federal taxes will be discussed, 
income, estate, and gift. The differences between family and non-family 
close corporations will be emphasized. 


Stock Redemption Agreement 


For these purposes it is assumed that there are two or more stockholders, 
each committed to sell his stock to the corporation at death, and that the 
corporation has purchased insurance on the lives of each of them to cover 
the estimated purchase price. 


(1) Income Taxes 


Where the corporation funds its obligation or option to purchase a 
stockholder’s stock with insurance on the life of the stockholder, it uses 
after-tax dollars for premiums. They are not deductible.4? When it receives 
the proceeds on the insurance such amount is tax-free even though it greatly 
exceeds the premiums paid.** The proceeds, however, cannot be considered 
as part of the cost basis of the remaining stockholders’ stock as would be 
the case if the remaining stockholders had received the proceeds and paid 


42 Int. Rev. Cope or 1954, § 264(a) (1). 
43 Jd. § 101(a) (1). 
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them out for the stock. This will be discussed later in this paper.** How- 
ever, if the corporation sells or reissues the treasury stock thus acquired, no 
gain or loss is recognized under section 1032 of the Internal Revenue Code 
of 1954. 

Constructive Dividends—Premiums on Insurance to Fund Price. The 
business purpose of the stock redemption agreement is of importance tax- 
wise in many respects.*® Not the least of these is that the shareholder may 
be considered by the Commissioner of Internal Revenue as having received 
a constructive dividend each year in the amount of the premiums paid by the 
company on the insurance on his life to fund the redemption price. This 
may be the case where there is no clear corporate business purpose in buy- 
ing such insurance, as for example, where the corporation pays premiums 
on insurance which it does not own or control and the proceeds will directly 
benefit the other shareholders rather than the corporation.*® 

Where, however, there is a corporate business purpose in the purchase 
of the stock by the corporation, the matter appears to be settled in favor 
of the taxpayer at present, by Prunier v. Commissioner," Casale v. Commis- 
sioner,*8 and Emeloid Co. v. Commissioner.*® Of these cases, the Prunier 
case is directly in point. It involved a corporation owned one-half 
by taxpayer and one-half by his brother. The corporation owned and 
was beneficiary of life insurance policies on the lives of each of the two 
brothers and paid the premiums thereon. The proceeds from the policy on 
the life of the first brother to die were to be used to purchase his stock. 
The shareholders by a purported by-law agreed that the value of the stock 
of each was equal to the proceeds from the insurance on his life. The Tax 
Court held that no benefit could flow to the corporation from the agree- 
ment or the insurance, that the insurance was purely for the benefit of the 
stockholders and that, therefore, the premiums paid by the corporation were 
taxable to the stockholders as paid.°° The Court of Appeals for the First 
Circuit reversed, holding that the insurance had been purchased for proper 
corporate purposes,®! and refused to disregard the corporate entity as a 


44 See discussion at p. 106 infra. 

45 The business purpose referred to is not the business purpose of the stockholders 
but the business purpose of the corporation. See discussion of Prunier v. Commissioner, 
248 F.2d 818 (1st Cir. 1957), infra. 

46 Paramount-Richards Theatres, Inc. v. Commissioner, 153 F.2d 602 (5th Cir. 
1946). 

47 Supra note 45. 

48 247 F.2d 440 (2d Cir. 1957). 

49 189 F.2d 230 (3d Cir. 1951). 

50 Henry E. Prunier, 28 T.C. 19, 25-6 (1957), rev'd, 248 F.2d 818 (1st Cir. 1957). 
But see Sanders v. Fox, 149 F. Supp. 942 (D. Utah 1957), appealed by taxpayer to the 
Court of Appeals for the Tenth Circuit. 


51 248 F.2d 818, 821-22 (1st Cir. 1957). The reasons given were: 
“Certainly the fact that the corporation may have been contractually bound to 
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separate taxable unit. For the time being at least, it appears that this danger 
of a constructive dividend has been eliminated.*? 

Constructive Dividends—Receipt of Price for Stock. Whenever stock 
of a closely-held corporation is purchased by the corporation, the question 
arises: Is any part of the proceeds taxable to the selling stockholder as a 
dividend? ** Generally speaking, the answer is not difficult if under the 
contract the shareholder or his estate by reason of his disability, retirement, 
or death must sell and the corporation must buy all of his stock. Under these 
circumstances his interest as a shareholder in the corporation is terminated 
and the transaction is treated as a capital transaction and not as a dividend.*4 
If the sale occurred shortly after the death of the shareholder, there would 
probably be no capital gain since the basis in the hands of the decedent’s 
estate would be its value at the time of his death.®5 

Unfortunately, however, the answer is not so easy with respect to a 
corporation closely held by the members of a family. The difficulty stems 
from the fact that for corporate stock redemption purposes a shareholder 
is deemed to own stock held directly or indirectly by or for certain mem- 
bers of his family.5® Also, the attribution of stock ownership relates to the 


apply any proceeds of the policies, had they matured in 1950, to buy out the stock 
interest of a deceased stockholder, does not mean that the corporation would not have 
been ‘enriched’ by collecting the face amount of the policies. All that would then have 
been involved would have been a change in the form of the assets from cash to treasury 
stock. We have hitherto pointed out the limited utility of the concept of corporate 
purpose as distinguished from stockholder purpose. See Lewis v. Commissioner, 1 Cir., 
1949, 176 F.2d 646, 649-650. But if it were necessary to look for a corporate business 
purpose in the present case, we could refer to the arguments in Mannheimer & Friedman, 
‘Stock-Retirement Agreements,’ 28 Taxes 423, 425 (1950), as follows: 

‘Even while the decedent is still alive, the agreement and insurance benefit the 
corporation because they tend to stabilize the corporation’s business. If the bank knows 
about the agreement, it may well be inclined to extend credit more liberally to the 
corporation because the possibility of inexperienced shareholders injecting themselves 
into the management is eliminated. If the key employees are informed of the agreement, 
it will be an inducement to them to remain with the corporation because they realize 
that the continuation of the business in the hands of the survivor is assured—and with it 
their jobs. 

‘If there is no stock-retirement agreement when the decedent dies, often his family 
will ask a high price for his stock, or demand dividends without regard to the needs 
of the corporation, or even press for dissolution. So far as the survivor is concerned, 
he may very well be unwilling to work indirectly for the benefit of his former 
“partner’s” family or directly with the second husband of his former “partner’s” 
widow.’ ” 

52 This was what was said after the Emeloid case, supra note 49, which the Tax 
Court refused to follow in Prunier, supra note 47, and Casale, supra note 48. However, 
for the purposes of the issues here discussed, the three cases mentioned should conclude 
the issue. 

53 See Int. Rev. Cope or 1954, §§ 317(b), 301, 302. 

541d. § 302(b) (3). 

55 Id. § 1014. 


56 Id. § 318(a) (1). 
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stockholdings of estates, trusts, partnerships, and controlled corporations.** 

Two illustrations will point up the problem: A has built up and in- 
corporated a business and over the years has annually given to his two sons 
B and C sufficient stock in his company so that B now has a 15 per cent 
interest and C a 10 per cent interest. The company has a very substantial 
earned surplus. All three are actively engaged in the business. So that the 
business would stay in the family, each has agreed with the corporation that 
if he leaves the company or dies, he or his estate will sell and the company 
will buy his stock at a stated price. 

First, assume C decides that there is room for only one son in the busi- 
ness and he quits and sells his 10 per cent of the stock to the company. At 
first blush this would appear to be a total termination of his interest in the 
company and therefore treated as a capital transaction under section 302 
(b)(3). However, since C is deemed to own the shares of his parent, A, he 
still constructively owns 83 per cent of the stock (i.e., 75/90 of the out- 
standing shares) after the redemption of his shares by virtue of the rules of 
section 318. Therefore, there has been no complete termination of his 
interest.*® By the same reasoning, the redemption of his stock has not met 
the other two tests of section 302: (1) It would not be a substantially dis- 
proportionate redemption under section 302(b) (2) since the stock ownership 
he is deemed to have has been changed only from 85 per cent to 83 per cent. 
(2) Still applying the constructive ownership rules, before C’s sale he owned 
85 per cent of the company and afterwards 83 per cent of the company. It 
is clear from Revenue Ruling 56-103 ®® that the Commissioner would con- 
sider such a redemption essentially equivalent to a dividend. In that ruling, 
a redemption in which the holdings of the selier fell from 75 per cent to 65.8 
per cent was held as a practical matter not to have changed the essential 
relationship between the stockholders and the corporation and therefore 
was essentially equivalent to a dividend. 

Second, let us assume that A, the father, dies and that the corporation 
is able to and does purchase all of A’s stock from A’s estate.* A’s will pro- 


57 Jd. § 318(a) (2). 

58 Id. § 302(c)(2)(A) provides that the stock attribution rules are waived if the 
seller of the stock has no further interest in the company as employee, stockholder, or 
director for a 10-year period. But such a waiver is not effective here because § 302(c) 
(2) (B) says the waiver does not apply if the seller has acquired any part of his stock 
during the last 10 years from one whose stock would be attributed to the seller under 
§ 318(a), unless the acquisition by the distributee did not have as one of its principal 
purposes the avoidance of federal income tax. 

59 1956-1 Cum. Butt. 159. 

60 See also Rev. Rul. 57-353, 1957 Int. Rev. Butt. No. 31, at 10. 


61 We are also assuming at this point that § 303 of the Code would not apply, which 
could very well be the case where the decedent has a substantial estate in addition to 
the stock in this company. At this point we are illustrating the application of §§ 302 
and 318. 
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vides that his two sons, B and C, are the beneficiaries of his estate. In apply- 
ing the three tests under section 302, the following results: The redemption 
does not pass any of the three tests because, by the attribution rules of sec. 
318, the estate is deemed to own 100 per cent of the stock before the re- 
demption (75 per cent is the estate’s, and B and C, the remaining 15 per cent 
and 10 per cent owners, are beneficiaries of the estate) and 100 per cent of 
the stock after the redemption (60 per cent is B’s and 40 per cent is C’s). 
Thus, the distribution of the redemption price to the estate is essentially 
equivalent to a dividend, is not substantially disproportionate, and does not 
completely terminate the distributee’s interest. The effect is that such dis- 
tribution would be dividend income to the estate to the extent of the com- 
pany’s accumulated earnings.®* This could have a disastrous tax result. The 
estate tax would be figured at no less than the price at which the stock was 
to be purchased by the company, and the price when received might be 
largely, if not completely, dividend income. 

These examples are only given to highlight the problems of the family 
corporation in this context. There are several ways of avoiding these un- 
fortunate income tax results. First of all, let it be said that the safest route 
for a family corporation to take would be that of a cross-purchase agree- 
ment between the shareholders, rather than a stock redemption agreement 
with the corporation, for reasons described below.®* Second, section 303 of 
the 1954 Code allows the redemption of an amount of stock equal in value 
to death taxes and allowable funeral and administration costs without the 
redemption being treated as a dividend, provided the value of all such stock 
includible in decedent’s estate is either over thirty-five per cent of de- 
cedent’s gross estate or fifty per cent of his taxable estate. Where stock 
in the family business is the largest item in the estate, this section is most 
helpful. Third, if there are estate beneficiaries who also own stock it may 
help solve the difficulty to make complete distributions to them before the 
redemption takes place. Thus, if B and C (in the example given above) 
received their distributive shares of the estate before the redemption took 
place, the estate’s interest would be terminated upon the redemption of A’s 
stock and no attribution would be possible. This would have enabled the 
estate to treat the redemption as a capital transaction and probably without 
even capital gain. This would be true since the date-of-death or optional- 
date value would be the basis, and the redemption price would undoubtedly 
be either lower than or equal to such value. 

Furthermore, in the case of redemptions from living stockholders, it is 
also possible to have the attribution rules waived in the case of the complete 
termination of an individual’s interest if it can be shown that avoidance of 


62 InT. Rev. Cone or 1954, §§ 301(c), 316(a). 
63 See discussion at p. 106 infra. 
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federal incomes taxes was not one of the principal purposes of the acquisition 
or disposition of the stock.** 

Constructive Dividends—Redemption of Stock of Another. The Com- 
missioner is attempting to establish a new and questionable general principle 
in this area. In Joseph R. Holsey,® the remaining stockholder was held to 
have received a taxable dividend when the corporation redeemed the stock 
of the other. In order to arrive at this decision, however, the Tax Court 
determined that the purchase was to serve the remaining stockholder’s pur- 
poses rather than corporate business purposes. 

Constructive Dividends—Company Buys Stock Which Shareholders 
Are Obligated to Buy. In drafting the buy-and-sell agreement, care must 
be taken not to create a stockholder-purchase arrangement by which the 
corporation actually pays for the stock. This could result in a dividend in 
the amount of the purchase price (to the extent of the company’s accumu- 
lated earnings) to the surviving stockholders. This is a possibility since the 
undertaking of the remaining shareholders to purchase is assumed by the 
corporation, and they benefit from the purchase. The value of the benefit 
is considered a constructive dividend.*® 

Generally, therefore, it may be said that it is wiser (particularly in 
family-held close corporations) to use the shareholders’ cross-purchase 
agreement. Otherwise the constructive dividend gauntlet must be run. 

Improper Surplus Accumulations. Finally, there is need to keep a 


64In Rev. Rul. 56-556, 1956-2 Cum. BuLL. 177, and Rev. Rul. 56-584, 1956-2 Cum. 
Butt. 179, the father (in the former) and the son (in the latter) sold all their stock to 
the corporation within ten years after the father had given the son some stock. In both 
rulings it was held that the gift of stock to the son did not have as one of its principal 
purposes the avoidance of federal income taxes. Thus, both held the redemption was to 
be treated as a capital transaction under §§ 302(a), (b) (3), and (c) (2) of the Code. See 
also Rev. Rul. 57-387, 1957 Int. Rev. Buty. No. 35, at 12. 

85 28 T.C. 962, 966-67 (1957), on appeal by taxpayer to the Court of Appeals for 
the Third Circuit (which decided the Emeloid case, supra note 49). 

66 See Golden v. Commissioner, 113 F.2d 590 (3d Cir. 1940) (company bought key- 
man insurance on life of president, made a trust the beneficiary which was to distribute 
the proceeds pro rata to the shareholders; held, amounts thus received by shareholders 
were dividends and not exempt proceeds of insurance); Louis H. Zipp, 28 T.C. 314 
(1957), appealed by taxpayers and Commissioner (redemption by corporation of father’s 
100% ownership in stock of company so that his two sons thereafter became 50-50 
owners was held to result in dividends to the sons to the extent of the company’s 
accumulated earnings, and capital gain to father to the extent of the excess received 
over his basis); Thomas F. Doran, 15 CCH Tax Ct. Mem. 629 (1956), rev'd, 246 F.2d 
934 (9th Cir. 1957) (A trust owned life insurance on lives of shareholders on which 
the corporation paid dividends. When one shareholder died, trust received proceeds 
of policy on his life, purchased his shares from his estate, and distributed shares pro rata 
to other shareholders. Tax Court held that the corporation owned the policies through 
its agent, the trust, and that the use of the proceeds to purchase stock for the share- 
holders was a dividend distribution to them. The court of appeals held that the trustee 
acted in behalf of the surviving shareholders and not the corporation and therefore the 
life insurance proceeds were not taxable to them.). 
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“weather eye” on the cases involving improper accumulations of surplus.®? 
The purchase by the corporation of the stock of an outgoing shareholder in 
order to maintain stability in the organization appears to be a reasonable 
need of the corporation ®* and therefore not an improper accumulation. 
But there are storm clouds which need watching. The Holsey ® and Pelton 
Steel Casting Co.” cases have scrutinized and cast a shadow of uncertzinty 
upon the corporate-business purpose of such purchases. 


(2) Estate Taxes 


There are at least three divisions to a discussion of the estate tax effects 
of a stock redemption contract by which the corporation agrees to buy and 
the decedent’s estate is bound to sell stock at a specified price, and where 
the corporation has funded its undertaking to purchase by purchasing in- 
surance on the life of decedent. First, will the agreed price for such shares 
be the value of such stock for estate tax purposes? Second, should the 
value of decedent’s stock be increased by its proportionate share of insurance 
proceeds? Third, should the insurance proceeds be includable in decedent’s 
estate? 

Estate Tax Valuation of Restricted Stock. If the price fixed in an option 
or buy-and-sell agreement controlled the value of closely-held stock for 
estate tax purposes, many advantages would result. The certainty of valua- 
tion would aid in estate planning. Proving the value of stock of a closely- 
held company has always been difficult, time-consuming, expensive, and un- 
certain.” If the agreed price controls the estate tax valuation, these problems 
disappear. Moreover, the agreed price may be lower than what would other- 
wise be the fair market value, thus reducing the estate tax. However, it is 
apparent that reducing the tax in this way will reduce to a greater degree 
the amount received for the stock by the estate, a result not always attractive 
to the estate and its beneficiaries. 

Expressions of opinion by the Revenue Service as to when such agree- 
ments will control estate tax valuations are not numerous. As may be ex- 
pected, most rulings refer to agreements which will mot be considered con- 
trolling. Nevertheless, some statements appear on the affirmative side. An 
option or buy-and-sell agreement is a factor to be considered with other 
relevant factors in determining fair market value.** Where decedent acquired 


67 Int, Rev. Cope oF 1954, § 531 (Int. Rev. Code of 1939, § 102(a)). 

68 Emeloid Co. v. Commissioner, 189 F.2d 230 (3d Cir. 1951). 

69 Joseph R. Holsey, supra note 65. 

7028 T.C. 153 (1957), aff'd, 251 F.2d 278 (7th Cir. 1958). 

7 The process of arriving at a valuation of closely held stock for estate tax purposes 
has been aptly described by Greenberger, Valuation Problems in Dispositions of Prop- 
erty, N.Y.U. 14TH INst. on Fep. Tax. 409, 420 (1956), as “the trying experience of having 
to resolve the issue of value by a process of incredible higgling and haggling character- 
istic of an Oriental bazaar.” 

72 Rev. Rul. 54-77, 1954-1 Cum. Butt. 187. 
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stock subject to an option reserved by the corporation in its charter to re- 
purchase at a specified price, that price will be accepted for estate tax pur- 
poses in the absence of material circumstances indicating otherwise.” 

According to the cases, the price fixed by an enforceable buy-and-sell 
or option agreement will be accepted for estate tax purposes where the 
decedent could not, under the agreement, have sold for more during his 
lifetime and where the agreement was entered into by decedent at arm’s 
length or for a full and adequate consideration.** The conditions referred 
to are more explicitly set forth in the following proposed estate tax regu- 
lation: 


“ 


. .. + Ordinarily, no effect will be given to an option or contract 
under which the decedent is free to dispose of the underlying securities 
at any price he chooses during his life... . Even though the decedent’s 
right to dispose of the underlying securities during his life is restricted, 
if full and adequate consideration in money or money’s worth was not 
given for the option or contract, the option or contract price will be 
disregarded in determining the value of the securities. An agreement 
will ordinarily be presumed to have been entered into for full and ade- 
quate consideration in money or money’s worth if it was arrived at as 
a result of arm’s length bargaining between strangers. However, this 
presumption does not apply if the agreement is entered into by the de- 
cedent and those who are, directly or indirectly, the natural objects of 
his bounty, as for example, an agreement entered into by the decedent 
and a corporation controlled by the decedent and his family.” ™ 


That some lifetime restriction is necessary seems well established.”¢ 
There is some conflict among the authorities as to the kinds of lifetime re- 
striction which will be deemed sufficient to cause the agreed price to con- 
trol for estate tax purposes. The proposed regulation states that an option 
or agreement to purchase whatever shares decedent may own at death, or 
a first-refusal right would be insufficient for this purpose.”7 In Estate of 
Lionel Weil,*® the Tax Court held that a prohibition against lifetime disposi- 
tion, together with a binding buy-and-sell agreement at death, was sufficient 


73 Rev. Rul. 54-76, 1954-1 Cum. Butt. 194. 

™ Brodrick v. Gore, 224 F.2d 892 (10th Cir. 1955); May J. McGowan, 194 F.2d 396 
(2d Cir. 1952); Commissioner v. Bensel, 100 F.2d 639 (3d Cir. 1938); Lomb v. Sugden, 
82 F.2d 166 (2d Cir. 1936); Wilson v. Bowers, 57 F.2d 682 (2d Cir. 1932); Estate of 
Lionel Weil, 22 T.C. 1267 (1954), acq., 1955-2 Cum. Buy. 10; Estate of Albert L. Salt, 
17 T.C. 92 (1951), acq., 1952-1 Cum. Butt. 4. 

™% Proposed Estate Tax Regs. § 20.2031-2(h), 21 Fep. Rec. 7867 (1956). 

76 Estate of James H. Matthews, 3 T.C. 525 (1944); Rev. Rul. 54-77, § 8, 1954-1 
Cum. BwLt. 187, 193. 

77 Proposed Estate Tax Regs. § 20.2031-2(h), 21 Fep. Rec. 7867 (1956). 

78 Supra note 74. This case, like several others cited herein, is a partnership case. 
For these purposes it appears appropriate to cite them as authority for corporate stock 
valuation cases. The Revenue Service apparently agrees; see Rev. Rul. 157, 1953-2 
Cum. Butt. 255, 257. 
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to fix the estate tax valuation of a partnership interest. An agreement pro- 
viding that if the stockholder desires to sell, he must sell to the corporation 
(or other shareholders) at a stated price is not enough to have the stated 
price fix the estate tax value.”® Further, the option or buy-sell agreement 
must have been given for an adequate consideration and not as a gift. Thus, 
the price at which a brother could purchase a decedent’s stock under an 
option gratuitously granted him was held not determinative of the estate 
tax value of the stock; ®® a similar result was reached where an option 
was granted an unrelated employee without consideration running to the 
grantor.®! But even where the optionee is a natural object of the decedent’s 
bounty, namely, his son, and the price for the stock is clearly below its fair 
market value, the price was held to be the estate tax value of the stock be- 
cause it was proven that the father and son were hostile, the son was needed 
in the business, and this option constituted part of the inducement to cause 
the son to stay on with the company.®” 

In taking into account the fact that the purchaser under the option or 
buy-sell agreement is a relative, the Revenue Service and the courts will 
scrutinize the arrangement carefully for evidences of an inter vivos or testa- 
mentary gift.8* Where husband and wife partners agreed that the first to 
die would sell his or her interest to the other at book value specifically ex- 
cluding therefrom any good will, it was held that the good will would have 
to be added to determine fair market value for estate tax purposes.** 

With proper drafting, therefore, the agreed price for the stock can 
govern the estate tax valuation. The agreement must be enforceable and 
impose restraints on lifetime transfer, and it must have been negotiated at 
arm’s length or for a full and adequate consideration.*® 

Company-Purchased Insurance—Effect on Stock Valuation. Where in- 
surance on a shareholder’s life is purchased by the company to fund its 
option or obligation to buy the stock of such shareholder when he dies, the 
question arises whether the value of the insurance proceeds should be taken 
into account in determining the value of the stock. The Commissioner in 
his proposed estate tax regulations has taken the position that insurance 
owned by, payable to, or for the benefit of the corporation is to be con- 





7 Frederick A. Koch, Jr., 28 B.T.A. 363 (1933). 

80 Claire Giannini Hoffman, 2 T.C. 1160 (1943). 

81 Estate of Edwin Royce Armstrong v. Commissioner, 3 CCH Tax Ct. Mem. 77 
(1944), aff'd, 146 F.2d 457 (7th Cir. 1944). 

82 Edith M. Bensel, 36 B.T.A. 246 (1937), aff'd, 100 F.2d 639 (3d Cir. 1938). 

83 Rev. Rul. 54-77, 1954-1 Cum. BuLt. 187, 194. 

84 state of George Marshall Trammell, 18 T.C. 662 (1952); accord, Estate of 
Robert R. Gannon, 21 T.C. 1073 (1954), acq., 1954-2 Cum. Buti. 4. Contra, Estate of 
Max Mandel v. Sturr, 57-1 U.S.T.C. 4 11,688 (S.D.N.Y. 1957), where the parties to the 
agreement were not related. 

85 See particularly Broderick v. Gore, 224 F.2d 892 (10th Cir. 1955); Estate of 
Lionel Weil, 22 T.C. 1267 (1954), acq., 1955-2 Cum. Butt. 10. 
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sidered an asset of the corporation for determining both the adequacy of the 
consideration for the agreement and the value of decedent’s shares where 
the agreement fails the good faith and arm’s length tests.8* This regulation 
recognizes that the insurance proceeds will have been received by the com- 
pany before the sale is actually made. It also recognizes that the company 
has been purchasing this asset over the years and that its value serves to re- 
place the premiums that have been spent on it.87 

The proposed regulations reason in this way: If A and B are equal 
stockholders in a company having a net worth of $100,000, the value of the 
equity of each is $50,000. If the company is obligated or has the option to 
purchase the stock of A for $50,000 and purchases $50,000 face amount of 
insurance on his life to fund its undertaking, the company is worth an addi- 
tional $50,000. The value of a one-half interest in a $150,000 company 
obviously is not $50,000, and the company did not give full and adequate 
consideration for its agreement. Thus, $50,000 will not be considered the 
estate tax value of the stock. 

Several ways of coping with this situation have been suggested but it 
is desirable at the outset to examine critically whether the Commissioner is 
justified in insisting that the insurance proceeds must swell the purchase price 
even though the stock redemption agreement is otherwise at arm’s length, 
in good faith, and enforceable. Why should not the same rules apply here 
as in the usual case? Why should the appearance of the insurance feature 
change the presumption that an agreement has been “entered into for full 


86 Proposed Estate Tax Regs. § 20.2042-1(c) (6), 21 Fep. Rec. 7886 (1956): 

“Life insurance policies frequently forri a part of arrangements for the purchase 
of partnership interests or corporate shares fromi a decedent’s estate. If such an arrange- 
ment is a binding agreement for full and adequate consideration in money or money’s 
worth entered into in good faith and at arm’s length providing for the use of proceeds 
of insurance on the decedent’s life for the purchase of his partnership interest or corpo- 
rate shares, the value of the interest or shares (as affected by the agreement) and not 
the value of the insurance, is included in the decedent’s gross estate. However, if the 
insurance is owned by or payable to the partnership or corporation, or a trust created 
by it or for its benefit, the proceeds of insurance are considered as an asset of the 
partnership or corporation for the purposes of first, determining whether the agreement 
was supported by full and adequate consideration in money or money’s worth and, 
second, determining the value of the decedent’s interest or shares if the agreement is 
not considered to have been entered into in good faith and at arm’s length. The prin- 
ciples described in § 20.2031-2(h) are to be applied in determining whether the agree- 
ment was supported by full and adequate consideration in money or money’s worth. 
If the agreement was not supported by full and adequate consideration in money or 
money’s worth, there is included in the decedent’s gross estate both the value of the 
decedent’s interest or shares (determined without regard to the agreement) and, if other- 
wise includible, the proceeds of the insurance (except to the extent that the proceeds 
are included in the value of the interest or shares).” 

Cf. Annie S. Kennedy, 4 B.T.A. 330 (1926), acq., VI-1 Cum. Butt. 3; Estate of 
W. A. Blair, 4 B.T.A. 959 (1926), nonacq., VI-1 Cum. BuLL. 7. 

87 It is, of course, realistic to assume that the premiums paid plus interest on them 
will more than equal the proceeds to be realized at the stockholder’s death. If this were 
not true, the insurance business would not be what it is today. 
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and adequate consideration in money or money’s worth if it was arrived at 
as a result of arm’s length bargaining between strangers?” ®* It is just as 
binding and there is an equal absence of donative intent whether insurance 
to fund the price is provided for in the agreement or not. 

Furthermore, the whole arrangement is for the benefit of the corpora- 
tion: ®® It obtains its own stock at a lower price; ® it has not had to dig out 
hard-to-find cash to make the purchase; it is assured of a continuing man- 
agement and stockholder group that can live together and that has not 
been infiltrated by competitors; and, in general, stability has been assured 
for customers, suppliers, employees, and creditors at a reasonable price. 
These are considerations that would make each shareholder want each 
other shareholder to enter into such an agreement. Thus, at the time the 
agreement is entered into, the agreed price, excluding the value of insurance 
proceeds, may very well be quite adequate. And it is as of that time—namely, 
when the contract is entered into—that the determination of adequacy of 
consideration should be made. 

Other methods of avoiding the implications of this proposed regulation *! 
have been suggested. Since the regulation states that the agreement is one 
which provides for the use of such insurance proceeds for the purchase of 
the shares, some urge that the agreement make no reference to insurance at 
all. The company obtains the insurance with this obligation in mind but is 
not required to do so. This would appear to be a very unsubstantial pro- 
tection. Also, it may be unacceptable to the shareholders who want this 
assurance that the corporation will have funds available with which to pay 
for the stock. Where the corporation could justifiably take out key-man 
insurance in this amount on the officer-shareholder regardless of the agree- 
ment and his stockholdings, a different result should obtain. The corpora- 
tion is merely making itself whole (to the extent that it can) for the loss 
of a valuable employee. The loss would offset the proceeds.® 

For the shareholders who wish to have the company purchase their 
stock for its full fair value and have the purchase price accepted as the 
estate tax value, a solution is to include the insurance proceeds among the 
company assets in determining the price. Thus, in our example, the company 
(worth $100,000) would buy $100,000 of insurance on each shareholder and 


88 Proposed Estate Tax Regs. § 20.2031-2(h), 21 Fep. Rec. 7867 (1956). 

89 Cf. Prunier v. Commissioner, 248 F.2d 818 (1st Cir. 1957); Emeloid Co. v. Com- 
missioner, 189 F.2d 230 (3d Cir. 1951). 

80 A stock redemption contract should have no provision for the retirement of the 
stock. It is important to be able to argue that the treasury stock continues to be a 
valuable asset of the company. 

%1 Proposed Estate Tax Regs. § 20.2042-1(c) (6), 21 Fep. Rec. 7886 (1956). 

92In Newell v. Commissioner, 66 F.2d 102 (7th Cir. 1933), it was held that it was 
proper to offset the amount of the loss to the company occasioned by the death of the 
stockholder-officer, against the proceeds from the key-man insurance received by the 
company. 
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SPRING] TRANSFER OF BUSINESS INTERESTS 105 
at A’s death his estate would receive for his stock the $100,000 and B would 
have the company, also worth $100,000. Presumably, we would also take 
into account the value of the policy on B’s life. 

Finally, the recurring solution to this and other objections to the stock 
redemption type of contract is to make it a stockholders’ cross-purchase 
agreement instead. Of course this is not always possible, but it should be 
kept in mind that there is an accumulation of reasons for considering that 
course of action. 

Company-Purchased Insurance—Includability in Estate as Insurance. 
Also hanging over corporate redemption of decedent’s stock by the use of 
insurance proceeds is the possibility that the Commissioner will attempt to 
look through the corporate veil and hold that the insurance on his life in 
which his corporation possessed incidents of ownership is includible in his 
estate as if he had such incidents himself.°* The basis for such a claim is that 
the corporation is merely an alter ego, and its acts are his acts. The Com- 
missioner has unsuccessfully tried to include in a decedent’s estate both 
(1) the insurance bought by the company or partnership to fund its agree- 
ment to buy his interest in the business, and (2) the value of such interest.% 
It is important, however, to make certain that the decedent does not have 
incidents of ownership in the policies. The alter ego theory appears to have 
experienced a serious setback in the Casale case where the separate identity of 
a wholly-owned corporation was respected for income tax purposes.®® 


(3) Gift Taxes 


The price in an agreement restricting the transfer of stock, whether it 
relates to an option or obligation to purchase, is not binding for federal 
gift tax valuation purposes.®* But although it is not determinative, it is a 
factor to be considered with others which are relevant in determining fair 
market value.®* 

A general comment on the matter of planning in this area for estate and 


%3 Proposed Estate Tax Regs. § 20.2042-1(c) (2), 21 Fep. Rec. 7885 (1956). 

®4 Estate of Frank H. Knipp, 25 T.C. 153 (1955), aff’d on other points, 244 F.2d 436 
(4th Cir. 1957), cert. denied, 355 U.S. 827, 78 Sup. Ct. 36; Estate of George Herbert 
Atkins, 2 T.C. 332 (1943); Boston Safe Deposit & Trust Co., 30 B.T.A. 679 (1934); 
Estate of G. C. Ealy, 10 CCH Tax Ct. Mem. 431 (1951). 

% Casale v. Commissioner, 247 F.2d 440 (2d Cir. 1957), in which the court of ap- 
peals in reversing the Tax Court, held that premiums paid by a corporation on an in- 
surance policy on the life of the sole stockholder designed to fund payments under a 
deferred compensation agreement with him, were not includible in his taxable income 
as paid; the corporation was not his alter ego for this purpose. 

% Spitzer v. Commissioner, 153 F.2d 967 (8th Cir. 1946); James v. Commissioner, 
148 F.2d 236 (2d Cir. 1945); Commissioner v. McCann, 146 F.2d 385 (2d Cir. 1944); 
Kline v. Commissioner, 130 F.2d 742 (3d Cir. 1942); Rev. Rul. 189, 1953-2 Cum. Butt. 
294. 

97 Spitzer v. Commissioner, supra note 96; Baltimore Nat’] Bank v. United States, 
136 F. Supp. 642, 654-55 (D. Md. 1955); Rev. Rul. 54-77, 1954-1 Cum. BuLt. 187, 193. 
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gift taxes may be made here. Every person of means who plans for minimiz- 
ing taxes and maximizing what may be passed from him to his family con- 
siders inter vivos gifts to his wife and children. This immediately raises the 
question of whether he can give away his stock in the close corporation. We 
have already seen that his widow or children (who will not take part in the 
company affairs except as shareholders) are generally undesirable business 
associates for the other stockholder-officers. Under these circumstances, con- 
sideration should be given to drafting the restrictive agreement so that each 
shareholder may give away his stock within his family group and upon his 
death, retirement, etc., the remaining active shareholders have the option or 
obligation to purchase all the shares held by the family group. This will give 
the shareholder the opportunity to carry out his tax plan while protecting 
the continuing shareholders. Of course, this problem exists only where two 
or more different families are involved. 


Shareholders’ Cross-Purchase Agreement 


(1) Income Taxes 


Cross-Purchase v. Stock Redemption—Comparison of Rates and Basis. 
Probably the principal reason why shareholders generally prefer the stock- 
redemption type of agreement to the cross-purchase agreement between 
shareholders is that they feel the corporation can raise the necessary funds 
to purchase stock far more easily than they can. It may be that this is not 
at all true. If the number of shareholders is not great and if they are not 
in extra-high federal income tax brackets, it may be to their advantage 
purely on the basis of income tax cost to be the purchasers of the decedent’s 
stock. 

If the shareholders fund their share of the purchase price by insurance 
on the decedent’s life, they can take no deduction for premiums, but they 
will receive the proceeds tax free.®* If their tax rate is less than the corpora- 
tion’s (fifty-two per cent at present if it earns $25,000 or more taxable in- 
come per year), there is a saving there. When the purchase price (including 
the insurance proceeds) is paid for the decedent’s stock, this becomes the 
purchaser’s cost basis. Thus, he may have, in effect, acquired a cost basis 
(purchase price) substantially in excess of actual out-of-pocket cost (in- 
surance premiums plus any amount in excess of the insurance proceeds 
needed to fill out the purchase price). To acquire this stepped-up basis, he 
must make certain, however, that the insurance proceeds come to him and 
are then paid to the decedent’s estate or beneficiaries for the stock. If the 
proceeds are paid directly, the purchaser will not obtain the stepped-up cost 
basis.®® 


8 Int. Rev. Cope or 1954, § 101(a) (1). 
% Paul Legallet, 41 B.T.A. 294 (1940). 
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Disposition of the Insurance Purchased by the Decedent. Where three 
shareholders, A, B, and C, have a cross-purchase agreement and fund their 
~ obligations by insurance on each other, what happens to the insurance A has 
purchased on the lives of B and C when A dies? There are at least three 
possibilities: (1) A’s estate will cash in the policies; (2) B will buy the in- 
surance on B’s life and C the insurance on C’s life; (3) B will buy the policy 
on C’s life and C the one on B’s life. 

If B or C do not want any more insurance, the first possibility is the 
logical solution. B or C may want more insurance on their own lives (par- 
ticularly if they are no longer insurable), and may thus be able to buy at 
a bargain price, without losing the right to receive the proceeds tax-free.! 

But that is not the case if B buys the insurance on C’s life. Under Code 
provisions,!°! B would take as income all the proceeds over the amount B 
paid for the transfer plus premiums paid by B. In turn, B’s income tax on 
this would materially reduce what he could then use to purchase C’s stock. 
Thus, from a tax point of view the second possibility is far more desirable 
than the third. 


(2) Estate Taxes 


Estate Tax Valuation of Restricted Stock. The effect of a cross-purchase 
agreement on valuation of stock for estate tax purposes is generally the 
same as the effect of a stock redemption agreement, as discussed above. 
For the agreed price to govern the stock value for estate tax purposes, the 
agreement must restrict lifetime transfers, must be at arm’s length or for 
adequate consideration in money or money’s worth, and must be in good 
faith and binding.!°? There is, however, one substantial difference between 
the valuation of stock subject to a corporate right to purchase and the 
valuation of stock subject to a shareholder’s right to purchase where in- 
surance is used to fund the purchases. In the latter case, the insurance will 
under no circumstances be included as an asset of the corporation in de- 
termining the value of the stock or the adequacy of the consideration for 
the agreement to sell. As we have already seen, the proposed regulations 
require that corporation-bought insurance be included in valuing the 
stock,1% 

Insurance Purchased by Others—Includability in Estate of Decedent as 
Insurance. Where the decedent had incidents of ownership in the policy on 
his life, even where another paid the premiums, the policy is includable in 


100 INT, Rev. Cope or 1954, § 101(a) (2) (B). 
101 Int, Rev. Cope or 1954, § 101 (a) (2). 


102 Proposed Estate Tax Regs. § 20.2031-2(h), 21 Fep. Rec. 7867 (1956), and 
§ 20.2042-1(c) (6), 21 Fep. Rec. 7886 (1956); Rev. Ruv. 54-77, § 8, 1954-1 Cum. Butt. 
187, 193-94. 
108 Proposed Estate Tax Regs. § 20.2042-1(c) (6), 21 Fep. Rec. 7886 (1956). 
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his estate for estate tax purposes.!°* But where such insurance proceeds are 
subject to a binding contract that they be applied to reduce the purchase 
price for decedent’s stock, the value of the stock in decedent’s estate is re- 
duced to such extent.!°5 In short, under such circumstances, the insurance 
is included in the estate as insurance and the value of the stock is includible 
only to the extent its value exceeds the insurance proceeds. The result is 
that while the agreed price for the stock does limit its value for estate tax 
purposes, it has no effect whatsoever upon the insurance, which is includible 
for another reason (possession of incidents of ownership). 

The Commissioner has ruled that the reciprocal funding of a cross- 
purchase agreement by each shareholder with insurance on the life of each 
other shareholder does not cause the insurance on the life of a decedent 
(purchased by the others) to be included in his estate.1°* The reciprocal 
trust doctrine of Lehman v. Commissioner 1°" does not apply. 


(3) Gift Taxes 


The price in a cross-purchase agreement, like the price in a stock re- 
demption agreement, is a factor to be considered but has no binding effect 
for federal gift tax valuation purposes,1%8 


CONCLUSION 


The approach of this paper has been to provide guidance for the lawyer 
who is preparing to draft a document controlling stock transfers. While it 
is clear that each problem in this area requires its own tailor-made solution, 
certain generalizations may be elicited from the foregoing. 

The attorney should help his client to pin down exactly what he wants 
to accomplish. What are his real objectives?—to maintain control over 
business associates?>—to encourage them to stay together in the enterprise 
for life2—to provide a market for his minority interest if he wishes to pull 
out?—to pass on a maximum cash amount to his family at death?—to pass 
on a business interest at death?—to keep an employee?—to fix a value on his 
stock for estate tax purposes? 

After determining what the client would like to do if he had a com- 
pletely free hand, the lawyer will wish to apply certain “do’s” and “dont’s” 
based on his awareness of the law and the several possible ways of dealing 
with the problem. Some of these are as follows: 

Make certain that the proposed restraint is reasonable, i.e., that there is 
a sound business purpose for it and that it goes no further than is necessary 


104 INT. Rev. Cope or 1954, § 2042(2). 

105 Estate of John T. H. Mitchell, 37 B.T.A. 1, 6 (1938). 

106 Rey. Rul. 56-397, 1956-2 Cum. Butt. 599. 

107 109 F.2d 99 (2d Cir. 1940), cert. denied, 310 U.S. 637, 60 Sup. Ct. 1080. 
108 See notes 95 and 96 supra. 
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SPRING] TRANSFER OF BUSINESS INTERESTS 109 
to achieve that purpose. Consider whether it should be set forth in the 
articles of incorporation, by-laws, or a contract. Prepare and place a legend 
on the stock certificates giving accurate notice of the restriction. 

When the client insists on a stock-redemption type of agreement be- 
cause it appears to be an easier and more feasible method, he should be 
advised of the risks. If the corporation is to purchase the stock: (a) it may 
not be legal for it to do so when the time comes if its financial condition is 
poor; (b) it may be argued that since the corporation may not be able to 
perform, the agreement is not binding; (c) the corporation’s payment of 
premiums on insurance to fund its obligation to purchase a shareholder’s 
stock may be considered constructive dividends to the shareholder, (d) the 
redemption of a shareholder’s stock in a family corporation may result in 
a constructive dividend to the shareholder by reason of the stock attribu- 
tion rules; (e) the redemption of a shareholder’s stock may result in a 
constructive dividend to the remaining shareholder; and (f) the insurance 
proceeds acquired to fund the purchase price may increase the estate tax 
value of the stock or reduce the likelihood that the agreed price would 
govern the estate tax value. 

If all these possible objections are evaluated and a stock-redemption 
arrangement is still decided upon: (a) allow the company to retain the 
stock as treasury shares so that the possibility of a resale or reissue is avail- 
able; (b) give the corporation complete control over, and all incidents of 
ownership in, the insurance and include such insurance as an asset of the 
company; (c) avoid providing that the company must buy insurance un- 
less there is a good reason for doing so; and (d) if fixing a value for estate 
tax is a prime objective, it may be necessary only to give the company an 
option, but the price must be set within a range that can be defended as fair. 

When a cross-purchase agreement is used, it eliminates several difficulties 
alluded to above, but the following should be kept in mind: Do not allow 
the corporation to pay the price for stock or to pay the premiums for in- 
surance to be used to pay for the stock covered by a shareholder’s cross- 
purchase agreement unless the risk of these payments being considered divi- 
dends is appreciated. A shareholder should avoid having incidents of owner- 
ship in insurance on his life bought by another to fund the price of his 
stock. 

Finally, when it comes to the task of drafting the desired instrument, 
it is obvious that very little “boiler-plate” can be used. Nevertheless, several 
insurance companies have printed helpful booklets containing drafts of 
various types of these agreements.!° Also, there are texts 11° and articles 4 
which contain specific provisions which will be of service to the draftsman. 


109For example, PRUDENTIAL INSURANCE ComMpPaNy, Monet Business INSURANCE 
AGREEMENTS—SOLE PROPRIETORSHIP, PARTNERSHIP, CORPORATION (1957). 

110 RABKIN & JOHNSON, CurrENT Lecat Forms witH Tax Anatysis vol. I. 

111 Currie, Buy and Sell Agreements with Respect to Corporate and Partnership 
Interest, 1950 Wis. L. Rev. 12. 








VOTING CONTROL METHODS 
BY GEORGE S. HOBAN * 


A DISCUSSION of voting control methods must necessarily presuppose a 
general knowledge of corporate law with respect to the principles of corpo- 
rate control and management. Since all corporations must have a state of 
origin and the law of that state will, for the most part, control the subject 
matter of this discussion, it would require an encyclopedic treatment of the 
applicable law of each state unless some more manageable framework is 
established.!_ Reference and discussion in most instances, therefore, will be 
limited to the law of the State of Illinois. 

Most attorneys today cannot practice without being exposed to the 
general mechanics and operation of a corporation. In fact, their familiarity 
in most instances leads them to assume that the client enjoys the same knowl- 
edge, particularly if the client is active in a closely held corporation. Too 
often the owner or owners of a closely held corporation have conducted 
the corporation as though it were a sole proprietorship or partnership. Ex- 
amination of the corporate books, if they have been in control and custody 
of the owners, will frequently reveal a general disregard of such elementary 
procedures as waiver of notices of shareholders’ and directors’ meetings, 
notice to shareholders of meetings, documentation of the shares voting, 
proxies pertaining thereto, annual meetings, salary resolutions for officers, 
ad infinitum. 

The problem of voting control ordinarily does not arise until a dispute 
arises among the shareholders or until one or several of them have finally 
consented to examine an estate plan. It is at this time that the attorney may 
find it necessary to explain the fundamentals of corporate structure: That 
the shareholders elect directors and that the directors elect the officers, and 
that for all practical purposes the direction of the corporation is in the 
board of directors.2 The client will usually recognize that a majority of 
the shares is necessary to control the corporation, but he will usually be 
very surprised to learn that under Illinois law a director, once elected, 
cannot be removed except for cause until the next annual meeting of share- 
holders,® or, if a vacancy is created, it can be filled only by the vote of 
shareholders at a special or annual meeting. Once the client has learned 


*GEORGE S. HOBAN. A.B. 1936, Ripon College; LL.B. 1938, North- 
western University; partner in the firm of Hinshaw, Culbertson, 
Moelmann & Hoban, Chicago, Illinois. 


1See 5 FLETCHER, Private Corporations § 2025-108 (perm. ed. repl. 1952), for en- 
cyclopedic analysis. 

2“The business and affairs of a corporation shall be managed by a board of di- 
rectors.” ILL. Rev. Stat. c. 32, § 157.33 (1957). 

3 Jd. § 157.34. 
4Jd.§ 157.36. 
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the fundamentals of corporate structure, he will be interested in knowing 
the methods available to him for voting control—‘“voting control devices,” 
as they are commonly referred to. Webster’s New International Dictionary 
defines “device”: 


“That which is devised, or formed by design; a contrivance; an inven- 
tion; project; scheme; often, a scheme to deceive; a stratagem; an 
artifice.” 


It is unfortunate that the term “device” has been so commonly associated 
with voting control, because it implies a scheme that does not have legiti- 
mate purposes. It would be preferable to use the term “voting control meth- 
ods” and to reserve “voting control device” for a scheme that has been em- 
ployed to obtain control. 

Voting control methods will be discussed in the following order: 


Classification of shares 

Staggered directorates 

Shareholders agreements (including pooling arrangements) 
Voting trusts 

Inter vivos and testamentary trusts 

Proxies 

Subsidiaries, affiliates, and interlocking directorates 
Partnerships 

Charitable foundations 


PPmwmPvrearrr 


CLASSIFICATION OF SHARES 


Classification of shares should be considered under two separate circum- 
stances: (1) where the state forbids non-voting shares; and (2) where the 
state permits non-voting shares. Illinois law requires that each outstanding 
share, regardless of class, shall be entitled to vote on each matter submitted 
to a vote at a meeting of shareholders.5 

Article XI, section 3 of the Illinois Constitution requires that every 
shareholder shall have the right to vote the number of shares owned by him 
in all elections for directors. The cited provisions, therefore, prohibit a 


5 Id. § 157.28. 


6 Itt. Const. art. XI, § 3: “The general assembly shall provide, by law, that in all 
elections for directors or managers of incorporated companies, every stockholder shall 
have the right to vote, in person or by proxy, for the number of shares of stock owned 
by him, for as many persons as there are directors or managers to be elected, or to 
cumulate said shares, and give one candidate as many votes as the number of directors 
multiplied by the number of his shares of stock shall equal, or to distribute them on 
the same principle among as many candidates as he shall think fit; and such directors or 
managers shall not be elected in any other manner.” 
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non-voting class of shares in Illinois as all shares vote upon all matters.’ 
Delaware, for example, permits non-voting shares.® 

The use of this method in a state that forbids non-voting shares can 
best be explained by an example. Assume there are two people contributing 
capital to a new corporation in equal amounts; A is interested in a pre- 
ferred risk and B is interested in realizing growth possibilities through com- 
mon share participation. The parties agree that B shall own the controlling 
interest. If the capitalization is $10,000, equally divided between preferred 
shares and common shares, the common shares could have a $1 par value and 
the preferred shares a $100 par value. B would have 5,000 voting shares and 
A would have 50 voting shares. Since each share of stock has one vote, the 
man holding the common shares would then be in control. 

This method has been employed to facilitate the purchase of shares 
which are subject to a buy-sell agreement. Assume a corporation has only 
one class of shares, owned equally by A and B, and the shareholders desire 
to provide that upon the death of one of them the survivor shall purchase 
the deceased’s shares or that the corporation shall buy the shares. Control 
would then pass to the survivor and there would be no interference by the 
deceased’s family. Many times two men have started a business with a small 
amount of capital, and the earnings were used to meet the capital demands 
of a growing and profitable business. As a result, the book value of the 
shares becomes so great that it would be financially impossible for the sur- 
viving shareholder to buy the deceased’s shares. Under such circumstances 
a recapitalization can provide for common shares of a low par value and pre- 
ferred shares of a high par value as described above. The buy-sell agreement 
then would provide for a mandatory purchase by the surviving shareholder 
or the corporation of the common shares and an optional purchase of the 
preferred shares. For example, A and B each own 50 shares of $100 par value 
common stock. The present book value is $1,000,000 or $10,000 per share. 
Thus if B died and the agreement provided that A would buy B’s shares, A 
would be required to raise $500,000. If the corporation were recapitalized 
and there were authorized 1,000 shares of common at $100 par value and 900 
shares of preferred at $1,000 par value, A and B would each own 500 shares 
of common and 450 shares of preferred. If B died, then A could purchase 
B’s common shares (500) for $50,000. A would then have control of the 
corporation, and B’s estate would have preferred shares worth $450,000, 
which may not be marketable but which would have an income through 
dividends. In this manner the desired result may be accomplished through 


7A majority of shares will control the election of directors, but it is not adequate 
in those instances where more than a majority is required (e.g., a vote of two-thirds 
is required for amendment of articles, Itt. Rev. Stat. c. 32, § 157.53 (1957); merger or 
consolidation, id. § 157.64; sale or lease of assets, id. § 157.72; dissolution, id. § 157.76). 


8 Dex. Cope ANN. § 151 (1953). 
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the classification of shares without the necessity of forming a corporation 
in a state which authorizes non-voting shares. 

In states where non-voting shares are permitted, the original incorpora- 
tion can provide for voting common shares and non-voting preferred shares. 
Thus if A and B wish to form a corporation and A wants control and B is 
satisfied with preferential risk capital, A would be issued the voting common 
shares and B the non-voting preferred shares.** 

Similarly, if an increased book value of the controlling shares presents 
the financial impossibility of buying shares under a buy-sell agreement, a 
solution is available in recapitalization with voting common and non-voting 
preferred stock. 

If corporate control is exercised through the classification of shares, care 
should be exercised in the original incorporation to determine whether pre- 
emptive rights are to be permitted or denied. If shares carry pre-emptive 
rights, a subsequent issue of shares could prove embarrassing to a voting 
control majority if such shareholders were unable to finance the purchase 
of their proportionate shares of the new issue. The Illinois Business Corpora- 
tion Act permits a denial or limitation of the pre-emptive right in the articles 
of incorporation.® 


STAGGERED DIRECTORATES 


In states which authorize the election of directors upon staggered terms, 
a greater degree of voting control can be exercised by the holders of the 
majority shares. The term “greater degree” is used because the stockholder 
with 51 per cent of the shares will always be able to elect a majority of 
the board of directors. In fact, if cumulative voting is not authorized, 
he would elect all the directors. For example, if a board of 9 members is 
to be elected and there are 100 shares voting, the holder of 51 shares will 
elect the entire board as he would cast 51 votes for each man, overcoming 
the 49 minority votes on each candidate. Cumulative voting permits a 
minority shareholder to concentrate his limited voting power on one of 
several candidates, rather than meeting defeat at the hands of the majority 
stockholder if each director is elected by a straight vote. A, holding 49 per 
cent of the stock, has 49 votes out of 100 to be cast for 9 directorships. 
Under cumulative voting, A has a total of 441 votes (9 directors times 
49 votes), against B, who owns 51 per cent of the stock and therefore has 
a total of 459 votes at his command (9 times 51). A can distribute his votes 


8*In the event a reorganization is required that necessitates moving the domicile 
from Illinois to Delaware, for example, caution should be exercised in the amount of 
capital shares that are authorized, by reason of the fact that in Delaware, contrary 
to the law in Ilinois, the franchise tax is paid on the amount of authorized capital 
shares. 

® Tuy. Rev. Stat. c. 32, § 157.24 (1957). The use of the stock split is discussed in 
Note, Manipulation of Voting Control—The Stock Split, 4 Stan. L. Rev. 575-85 (1952). 
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as he desires, and by giving them all to 4 candidates, can elect that number 
of directors, while B elects 5 directors. If the term of the directors is 
staggered so that 3 are elected each year, A will be able to elect only 1 
each year, since he then has a total of 147 votes to match against B’s 153. 
He would therefore elect only a total of 3 of the total board of 9. 

Prior to the decision of Wolfson v. Avery,! staggered directorates were 
recognized in Illinois. The Wolfson decision, however, held unconstitutional 
section 35 of the Illinois Business Corporation Act, and in 1957 section 35 
was repealed," 


SHAREHOLDERS’ AGREEMENTS 


Where there are two or more shareholders, voting control may be 
exercised by agreement between the parties in the form of an informal pool- 
ing arrangement, a written contract, or a declaration of trust, which is more 
commonly known as a voting trust. The courts have generally sustained 
the validity of such methods, recognizing that the control of a corporation 
is determined by the holders of the majority shares and that such persons 
may join in any agreement to vote shares for certain directors, so long as 
the majority have no intent to defraud the minority or to obtain an unjust 
enrichment by reason of being in control, and their action is not contrary 
to public policy. A generalization, however, is very difficult, since the case 
and statutory law of the domicile of the corporation will control the basic 
law affecting its operation. 

An informal pooling arrangement is an oral agreement among share- 
holders to vote for a predetermined slate of directors. For all practical 
purposes, in the absence of disagreement, this is what takes place at the 
normal meeting of a closely held corporation. It can and does even occur 
at the corporate meetings of the larger corporations, even though the shares 
are publicly held, if the shareholders who participate in the pooling arrange- 
ment control a working majority. 

When the courts have been called upon, in given factual situations, to 
designate the form of control device employed—an irrevocable proxy, a 
pooling arrangement, a written contract between the shareholders to vote 
in a certain manner, and a voting trust agreement—the decisions have not 
always been clear on the validity of agreements between majority share- 
holders for the control of voting shares. An examination of the cases will 
disclose that the courts have frequently adopted the language of a case 
applicable to a voting trust agreement when considering a straight contract, 
a case involving an irrevocable proxy coupled with an interest, or vice versa. 
It is, therefore, recommended that in the examination of the case law of any 


106 Tl. 2d. 78, 126 N.E.2d 701 (1955). 
41 Tit. Rev, Stat. c. 32, § 157.35 (1957). 
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domiciliary state to ascertain the validity of such an arrangement, particular 
attention be given to the exact method of control that is before the court. 

In Illinois there have been relatively few cases that have been decided 
involving the type of an agreement which might be described as a straight 
contractual agreement between the holders of the majority shares for the 
election of (1) directors, or (2) directors and officers. Faulds v. Yates,!* was 
the first case decided by the Illinois Supreme Court and is one of the leading 
cases in the United States pertaining to control of corporations by the ma- 
jority shareholders by the use of a straight contractual agreement. Three 
shareholders owned the majority of the shares in the corporation. In effect 
they created a co-partnership to control the voting of the shares, and among 
other things provided that (1) they would elect the directors of the corpora- 
tion; (2) they would determine among themselves the officers and manage- 
ment of the corporation, and, if they could not agree, they would ballot 
among themselves for the directors and officers and the majority should rule; 
and (3) their votes would be cast as a unit, so as to control the election. 
One of the parties to the agreement had mismanaged the operations of the 
corporation to his own benefit, and the other two parties were seeking relief. 
The party guilty of malfeasance was defending upon the basis that the agree- 
ment was void and against public policy. The court approved the validity 
of the agreement and stated: 


“ 


.... Three persons, owning a majority of the stock, had the un- 
questioned right to combine, and thus secure the board of directors and 
the management of the property. Corporations are governed by the 
republican principle that the whole are bound by the acts of the ma- 
jority, when the acts conform to the law of their creation.” 18 


This agreement did not provide for a predetermined slate of officers and the 
cited case is not authority to validate an agreement that would incorporate 
such terms. 

Subsequent cases which have been before the Illinois court have re- 
affirmed the validity of straight shareholder agreements." 

The Illinois courts have considered two cases in which the agreement 
covered not only the election of directors but also the election of officers 
by the directors, and in both cases the court held the agreements void and 
against public policy, primarily on the theory that the directors cannot, by 
agreement, surrender the exercise of judgment required for the proper se- 


12 57 Tll. 416 (1870). 

18 Jd, at 420. 

14 Thompson v. J. D. Thompson Carnation Co., 279 Ill. 54, 116 N.E. 648 (1917) 
(this contract even included a slate of officers); Kantzler v. Bensinger, 214 Ill. 589, 73 
N.E. 874 (1905), reversing 112 Ill. App. 293 (1st Dist. 1904); Fitzgerald v. Christy, 242 
Ill. App. 343 (1st Dist. 1926). 
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lection of officers of the corporation and for decision of other matters of 
corporate policy.!® In the Teich case,!* the court stated: 


“The contract was something more than an agreement to elect one 
another as directors, acquire control and management of the company 
and secure options on one another’s stock. The courts have frequently 
upheld contracts of such a character. But it was an agreement to bind 
and control their judgment as such directors without regard to the in- 
terest of the stockholders they represented. Under it, they were obli- 
gated as directors to pursue a definite course of action for a series of 
years, looking specifically to their profit as officials or employees of the 
company, regardless of the effect upon it or its stockholders. Stock- 
holders are entitled to the exercise of the free and honest judgment of 
their directors upon conditions as they arise and bear upon the interests 
of the company. To bargain away in advance for their own profit the 
judgment the law contemplates they shall exercise at subsequent official 
meetings for the company’s interests on conditions as they arise for con- 
sideration, is incompatible with a faithful and just performance of their 
official duties, and with the fiduciary relationship of their position.” 17 


In the agreements involved in the cited cases the shareholder remained 
the record owner of the shares, and the court did not consider the divorce 
of share ownership and voting rights. 


VOTING TRUSTS 


A voting trust in its purest form is one in which the shareholders trans- 
fer their shares to a trustee or trustees and in exchange receive trust cer- 
tificates which thereafter represent their interest in the corporation. It 
should be specifically noted that the trustee is the record owner of the shares 
in such a transaction. The voting trust in its “purest form” must be so 
distinguished because in many Illinois cases the voting trust in issue origi- 
nated in a reorganization under which bonds were deposited with a trustee, 
a corporation was created, and the trustee issued trust certificates to the 
bondholders. In the “purest form” the shareholder begins as a record share- 
holder and ends as the owner of a trust certificate, and in a reorganization i 
the trust certificate holder is not necessarily an original shareholder. The 
distinction is important because in no case in Illinois has a voting trust which : 
arose by reason of a reorganization been held invalid.'® 4 

Other provisions of the “pure” voting trust normally cover such matters 
as the duration of the trust and payment of any dividends received by the 
voting trustee to the holders of the beneficial interests or certificates. 





15 People ex rel. Stoolman v. Pyle, 235 Ill. App. 532 (3d Dist. 1924); Teich v. Kauf- 
man, 174 Ill. App. 306 (1st Dist. 1912). 


16 Teich v. Kaufman, supra note 15. 
17 ]q, at 311-12. 
18 See discussion at p. 117 infra. 
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The one Illinois case which created confusion in this area was Luthy v. 
Ream.’® In that case the court determined the validity of a pure voting trust 
agreement. Although a series of decisions had held voting trust agreements 
created as the result of security reorganizations were valid,?° the court in 
the Luthy case held that the “pure” voting trust was against public policy 
because voting rights of the shares were separated from share ownership. 
The voting trust agreement had provided for only one trustee, namely 
Henry Ream, and he as an individual owned less than one per cent of the 
stock of the corporation, which apparently disturbed the court. The court 
stated: 


‘ 


‘,... The voting power of the stock is absolutely separated from its 
ownership for a term of years, so that the real owners of the property 
are during that time entirely divested of its management and control 
or of any participation therein. Our law contemplates that corporations 
shall be controlled by a majority of the stockholders acting through 
directors elected by them in person or by proxy .... The power to 
vote for directors can be exercised only by stockholders in person or by 
proxy, and they cannot be deprived or deprive themselves of this power. 
Stockholders cannot evade the duty imposed upon them by law of using 
their power as stockholders for the welfare of the corporation and the 
general interest of its stockholders.” ?! 


The Luthy case has not been expressly overruled. However, all voting 
trust cases ?? which have been before the court since that decision have been 
sustained, with one exception.”* 

The legislature amended the Business Corporation Act in 1947 by adding 
section 30a to authorize the voting trust as follows: 


“30a. Any number of shareholders of a corporation may create a voting 
trust for the purpose of conferring upon a trustee or trustees the right 
to vote or otherwise represent their shares, for a period of not to exceed 
ten years, by entering into a written voting trust agreement specifying 


19270 Ill. 170, 110 N.E. 373 (1915), reversing on other grounds 190 Ill. App. 315 
(2d Dist. 1914). 

20 Venner v. Chicago City Ry. Co., 258 Ill. 523, 101 N.E. 949 (1913) (a security 
transaction gave rise to the voting trust); Higgins v. Lansingh, 154 Ill. 301, 40 N.E. 362 
(1895) (a security transaction); Gray v. Bloomington & Normal Ry., 120 Ill. App. 159 
(3d Dist. 1905) (a security transaction). 

21270 Ill. at 177-78, 110 N.E. at 375. 

22Gumbiner v. Alden Inn, Inc., 389 Ill. 273, 59 N.E.2d 648 (1945) (a Delaware 
corporation and a straight voting trust agreement); Rittenberg v. Murnighan, 381 IIl. 
267, 44 N.E.2d 913 (1942); Babcock v. Chicago Rys. Co., 325 Ill. 16, 155 N.E. 773 (1927); 
Kann v. Rosset, 307 Ill. App. 153, 30 N.E.2d 204 (1st Dist. 1940); Boyle v. John M. 
Smyth Co., 248 Ill. App. 57 (1st Dist. 1928) (straight voting trust). 

23 Felt v. United States Mortgage & Trust Co., 231 Ill. App. 110 (1st Dist. 1923) 
(by dictum the court states that the voting trust which arose by reason of a voting 
trust agreement was invalid but denied relief, holding that the holders of the certificates 
of beneficial interest were cognizant of all action taken by the trustees). 
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the terms and conditions of the voting trust, and by transferring their 
shares to such trustee or trustees for the purpose of the agreement. Any 
such trust agreement shall not become effective until a counterpart of 
the agreement is deposited with the corporation at its registered office. 
The counterpart of the voting trust agreement so deposited with the 
corporation shall be subject to the same right of examination by a share- 
holder of the corporation, in person or by agent or attorney, as are the 
books and records of the corporation, and shall be subject to examination 
by any holder of a beneficial interest in the voting trust, either in person 
or by agent or attorney, at any reasonable time for any proper pur- 
pose.” 24 


Section 45 was amended at the same time to allow a holder of a certifi- 
cate the same privilege as a shareholder to examine the corporate books.?5 


To date thirty-six states recognize the voting trust by statute.”® 

It has been generally assumed that the passage of the act amending the 
Illinois Business Corporation Act has removed the uncertainty in respect to 
the validity of the voting trust in Illinois. However, until the Illinois Su- 
preme Court has passed upon the validity of this provision, there may be 
reason for some caution in its use. The recent successful attack 27 on the 
constitutionality of section 35 of the Illinois Business Corporation Act author- 
izing staggered directorates once more emphasizes to the practitioner that 
action authorized by an act of the Legislative Assembly is not finally and 
irrevocably free from successful attack. The appellants in that case had 


4 Tit, Rev. Srat. c. 32, § 157.30a (1957). 
257d. § 157.45. See Swain, Voing Trusts in Illinois, 42 Itt. B.J. 878 (1954), for a 
discussion of the voting trust agreement under the statute. 


26 Ariz. Rev. Stat. §§ 10-301 to -309 (1956); Ark. Stat. ANN. § 64-215 (1957 repl.); 
Cav. Cope ANN., Corporations §§ 2230, 2231 (Deering 1953); Coto. Rev. Srat. § 31-2-23 
(1953); Conn. Gen. Strat. § 5161 (1949); Dev. Cope ANN. § 218 (1953); Fra. Strat. 
§ 608.43 (1955); Ga. Cope ANN. § 22-1863.1 (Supp. 1955); IpaHo Cope § 30-135 (1947); 
Int. Rev. Srat. c. 32, § 157.30a (1957); Inv. Stat. ANN. §§ 25-255 to -265 (Burns repl. 
1948); Kan. Gen. Strat. ANN. §§ 17-3307, -3308; Ky. Rev. Stat. ANN. § 271.325 (Bald- 
win 1955); La. Rev. Srat. § 12:33 (1950); Mp. ANN. Cope art. 23, § 45 (1957); Mass. 
Laws ANN. c. 155, § 21 (1948); Micu. Stat. ANN. § 21.34 (1935); Munn. Stat. ANN. 
§ 301.27 (1953); Nes. Rev. Stat. § 21-139 (1954); Nev. Rev. Srat. § 78.365 (1955); 
N.H. Rev. Srat. ANN. §§ 297:1-:6 (1955); N.J. Srat. ANN. § 14:10-10 (perm. ed.); 
N.M. Strat. ANN. § 51-3-22 to -28 (1953); N.Y. Stock Corp. Law § 50; N.C. Gen. Strat. 
§ 36-31 (1949); N.D. Laws 1957, c. 102, § 31; Onto Rev. Cope ANN. § 1701.49 (Page 
1957); Oxra. Stat. ANN. tit. 18, § 1.66 (perm. ed.); Ore. Rev. Srat. § 57.175 (1955); 
Pa, Stat. ANN. tit. 15, § 2852-511 (Purdon perm. ed.); TENN. Cope ANN. § 48-316 (1955); 
Tex. Rev. Civ. Stat. ANN., Busryess Corporation Act art. 2.30 (Vernon perm. ed.); 
Va. Cove § 13.1-34 (1950); Wasn. Rev. Cope § 23.32.110 to .170 (1951); W. Va. Cope 
§ 3085 (1955); Wis. Strat. ANN. § 180.27 (1957). 

See also states permitting a fiduciary to vote shares registered in his name: Iowa 
Cope ANN. § 491.55 (1949); Miss. Cope ANN. § 5326.5 (1942); Mo. Rev. Srat. § 351.260 
(1949); R.I. Gen. Laws § 7-4-3 (1956); Wyo. Comp. Stat. § 44-129 (1945). 

27 Wolfson v. Avery, 6 Ill. 2d 78, 126 N.E.2d 220 (1955). Sec. 35 was repealed in 
1957. Inu. Rev. Srat. c. 32, § 157.35 (1957). 
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emphasized that the statute had been relied upon for many years, to which 
the court replied: 


“Appellants emphasize the long period during which the act has been 
in effect. Age, however, does not immunize a statute from constitutional 
attack, This court does not hesitate to invalidate long standing practices 
under statutes where they are challenged and found offensive to the 
constitution.” 28 


The fact that the decision in Luthy v. Ream *® had as its basis a viola- 
tion of article XI, section 3, of the constitution may well afford the founda- 
tion for a successful constitutional attack upon section 30a of the Business 
Corporation Act. The complex financial structure of our economic life will 
continue to demand the issuance of stocks and bonds; in some cases there 
will be security provisions for the bonds which may give rise to a voting 
trust in the first instance. We can also anticipate that there may be financial 
reorganizations in the future which will include a voting trust as a part of 
the reorganization plan. Such factors will undoubtedly be considered by 
the courts in determining the validity of the voting trust. Where, however, 
it cannot be shown that the voting trust is the child of obvious necessity 
or simple convenience, it may be advisable to consider the use of a share- 
holders’ agreement if the number of shareholders is sufficiently small to make 
such an agreement practical. 

Actually, the language of the Illinois courts in holding that the voting 
trust separates ownership from voting power, in the strictest sense, is without 
foundation, as the trustee is the legal owner of the shares. Under Illinois 
law ®° a trustee is empowered to vote the shares as the legal holder if it is 
the record owner. Certainly a single shareholder may create an inter vivos 
trust and transfer all the shares he may own in a corporation to a trustee, 
as a result of which the trustee becomes the legal owner and entitled to vote 
the shares. We know that the grantor under such circumstances may re- 
quire the trustee to vote the shares only upon his instruction or that he may 
create a trust in which the trustee would vote without restriction. Under 
either circumstance and assuming otherwise a valid trust, no Illinois court 
has declared such power in a trustee to be violative of the principles of 
corporate law. In the absence of fraud on the rights of minority shareholders, 
it is difficult to rationalize why a different rule of law should apply when 
more than one shareholder creates such a trust. 

The voting trust method is a valuable tool particularly in closely held 
corporations when no buy-sell agreement is desired. Each shareholder wishes 
that his estate enjoy the growth possibilities after his death, but the survivors 
want no interference in management by the family of the deceased share- 


286 Ill. 2d at 95, 126 N.E.2d at 711. 
29 270 Ill. 170, 110 NE. 373 (1915). 
$0 Try. Rev. Stat. c. 32, § 157.30 (1957). 
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holder. A satisfactory result may be accomplished by the creation of a voting 
trust. The original shareholders may be named as the trustees, and if one 
or more of them dies, the survivors continue as trustees. This, of course, 
requires utmost faith on the part of each shareholder in his fellow share- 
holders. 

The Illinois statute provides a limitation of ten years for the duration of 
a voting trust. In the absence of clarifying legislation or court decision, it 
is uncertain whether a provision in the trust agreement permitting a renewal 
of the trust term upon agreement of the participants in the trust or for ex- 
tension of the trust term by action of the trustees would be valid.*! 

Until the validity of such extension agreements has been determined, it 
is not recommended that the trust agreement so provide, but on the contrary 
that it specifically prohibit any extension and thereby remove doubt. 


INTER VIVOS AND TESTAMENTARY TRUSTS 


The individual who owns the majority of shares of the corporation and 
wishes to vest his voting control in an entity of his choice to insure con- 
tinuity may use the vehicle of the inter vivos trust (revocable or irrevocable) 
or the testamentary trust. In either instance, the trustee would become the 
legal owner of the shares and be entitled to the shares, and in such position 
control the corporation. The basic consideration in the use of such a plan 
is the selection of a trustee, corporate or individual, capable of managing 
the business or selecting managers for the business. In some instances, an 
employee who knows the business and has the capabilities of management 
is named co-trustee to work in conjunction with a corporate trustee. Care- 
ful attention should be directed in defining the specific powers of the trustee 
so that it is fully protected from the “sharpshooting” of lifetime bene- 
ficiaries or remaindermen. If such an arrangement is being seriously con- 
templated, the client should be encouraged to familiarize the trustee with 
the business at an early date. If there is a direct prohibition on the sale of the 
shares of the corporation, then the trustee will require exculpatory clauses 
before accepting the trust. Because of changing economic conditions, it 
is advisable to discourage any plan prohibiting sale and to recommend that 
the trustee be given discretion to sell. This arrangement is often employed 
where there is a son in the business who has not proved his managerial 
capabilities, and the father wishes to defer the actual ownership of the 
corporation and control of its management until maturity of judgment has 
been proved. Discretion may be given to the trustee to transfer control 
to the son at an earlier date than provided in the trust agreement for its 


31 The state of confusion is apparent by reading Olson v. Rossetter, 399 Ill. 232, 
77 N.E.2d 652 (1948), and Plast v. Metropolitan Trust Co., 401 Ill. 302, 82 N.E.2d 155 
(1948). Beneficiaries or holders of a trust certificate are not in a fiduciary relationship 
to each other. Krensky v. DeSwarte, 335 Ill. App. 435, 82 N.E.2d 168 (1st Dist. 1948). 
See Note, 17 U. Cur. L. Rev. 103 (1949). 
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termination. If the owner has daughters and he wishes to equalize the dis- 
tribution of his estate, but wishes the business itself to be in the hands of the 
son, the trust agreement may provide an option to the son to purchase his 
sisters’ shares from the trustee after whatever period the owner believes is 
necessary for the son to acquire the necessary maturity and be capable of 
management. In the event that there are several sons in the business, and 
the father is desirous of avoiding a dispute, he may choose the trust form 
to insure a continuity of control and management. 


PROXIES 


The most common method of voting control is through the control 
of the proxy. The Illinois Business Corporation Act provides: 


“A shareholder may vote either in person or by proxy executed in writ- 
ing by the shareholder or by his duly authorized attorney in fact. No 
proxy shall be valid after eleven months from the date of its execution, 
unless otherwise provided in the proxy... .” *? 


In the closely held corporation, proxies present few problems since most 
shareholders are active in the business and shareholders attend the meetings. 
An examination of the corporate records of many closely held corporations 
will reveal the failure to record properly absentee shareholders or to include 
in such records the proxies of absent shareholders. In many instances, it will 
be found there are recitations that all shareholders were either present or 
were represented by proxy and there will not be any proxies of record. 
This is usually not too serious because the majority shareholders were 
actually present in person. However, the fact that such omissions are not 
often critical should not encourage the practice of failing to record a proper 
proxy if any shares are being voted by proxy. If it is intended to provide 
control of a corporation for a long period of time, the proxy is not the 
method to be employed, as all proxies are revocable. It has been held in 
Illinois that an irrevocable proxy is against public policy and void.** 

However, when a proxy is coupled with an interest it is irrevocable 
and may be employed as a security transaction.** A agrees to sell B certain 
shares of a corporation on the installment plan and to transfer the shares to 
B, with B in turn securing payment of the note to A. This is an example of 
an irrevocable proxy, and A has the right to vote the shares so long as the 
debt is unpaid. In the absence of such an irrevocable proxy, section 30 of 
the Illinois Business Corporation Act provides that a shareholder who pledges 
his shares shall be entitled to vote until the shares have been transferred 
into the name of the pledgee. 


$2 Ti. Rev. Stat. c. 32, § 157.28 (1957). 


83Luther v. Reamy, supra note 29; Laughlin v. Johnson, 230 Ill. App. 25 (lst 
Dist. 1923). 


84 Rider v. Rider, 114 Ill. App. 202 (1st Dist. 1904). 
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The solicitation of proxies is a voting control method and has always 
had its greatest importance in the corporation whose shares are widely held, 
both in number of shareholders and in geographical location. In such cases, 
continuity of management is preserved only by the ability of the manage- 
ment to solicit the proxy of the individual shareholder. A shareholder or 
group of shareholders who wish to remove the management may initiate 
action to obtain the proxies of individual shareholders. The activity of the 
Management group versus the insurgents may take on all the color of a 
political campaign, and there results what is now commonly called the 
“proxy fight.” 

The natural desire of management to remain in office has given rise to 
certain abuses in the solicitation of proxies. One common abuse is the failure 
of management to furnish information to the shareholders; as a result the 
shareholder has little or no knowledge of the actions requiring his vote. 
Another abuse is the misinforming of shareholders by the insurgents seeking 
to remove management. Legislation to eliminate such abuses has not come 
from state legislative bodies, but from Congress in the form of the Se- 
curities and Exchange Act of 1934.°5 If the security is registered on any 
national exchange, the solicitation of proxies must be conducted in accord- 
ance with the rules and regulations that have been issued by the Securities 
and Exchange Commission.** For violation of the Securities and Exchange 
Act of 1934, the Government can proceed by injunctive relief prior to the 
shareholders meeting ** or by criminal action after the meeting.®® 

The proxy fight has been the subject of a recent article in the I/linois Bar 
Journal by Samuel H. Young,®® former Securities Commissioner of the State 
of Illinois. It provides an excellent resume of the current problems which 
exist in the conduct of such activities. In view of the fact that control of 
proxy solicitation at present depends upon applicability of the Federal 
Securities and Exchange Act, plus rules adopted by the New York Stock 
Exchange pertaining to contests in connection with certain unlisted com- 
panies,*° amendments of present corporation acts will probably soon evolve 


35 “Tt shall be unlawful for any person, by the use of the mails or by any means 
or instrumentality of interstate commerce or of any facility of any national securities 
exchange or otherwise to solicit or to permit the use of his name to solicit any proxy 
or consent or authorization in respect of any security (other than an exempted security) 
registered on any national securities exchange in contravention of such rules and regula- 
tions as the Commission may prescribe as necessary or appropriate in the public interest 
or for the protection of investors.” 48 Srat. 895 (1934), 15 U.S.C. § 78n (1952). 

86 Regulation X-14, 17 C.F.R. § 240.14a (1956). 

8748 Srat. 899 (1934), 15 U.S.C. § 78u (1952). 

88 Jd, at 904, 15 U.S.C. § 78ff. 

39 Young, What Every Lawyer Should Know About Proxy Fights, 45 Int. B.J. 455 
(1957). 

40 The New York Stock Exchange requires that its members who engage in proxy 
fights of unlisted companies, which companies would otherwise not be subject to the 
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in most states to establish ground rules for the conduct of proxy fights in 
. the cases of corporations subject in this respect only to state law. The par- 
ticular state law is now important in such matters as: 


(1) right of the shareholder to obtain a list of other shareholders; 
(2) machinery available to contest a corporation election; 

(3) inspectors of election; 

(4) validity of the proxy which is obtained; 

(5) actual procedures for the conduct of the election. 


Mr. Young, in the article referred to, pointed out that in the widely publi- 
cized Montgomery Ward “proxy fight,” both factions had to agree upon a 
procedure or they would have been faced with prolonged litigation to estab- 
lish basic procedures and validity of proxies even before they could conduct 
an election, Nationwide participation and cooperation of bar association 
committees in each state should produce recommended legislation. 


SUBSIDIARIES, AFFILIATES, AND INTERLOCKING 
DIRECTORATES 


A discussion of voting control methods would not be complete without 
reference to subsidiary corporations, affiliate corporations, reciprocal share- 
holdings, circular shareholdings, and interlocking directorates. 

A subsidiary corporation is one in which all or a majority of the vot- 
ing shares are owned by another corporation known as the parent; in turn, 
the subsidiary could own the majority or all of the shares in another corpora- 
tion or a series of corporations. The extent and scope of such indirect con- 
trols down through the chain of control is limited only by the imagination. 

When a group of shareholders, A, B, and C together (as individuals or 
as corporations) own the controlling shares of two or more corporations, 
and A, B, and C exercise joint control, the corporations thus controlled are 
termed affiliates. A group of such shareholders can thus control a series 
of corporations; it is, of course, possible for there to be a varying distribution 
of ownership of the controlling shares among those in control. 

Reciprocal shareholdings exist where A owns shares in the B corporation 
and B owns shares in the A corporation and circular shareholdings exist 
where A owns shares in B, and B owns shares in C, and C owns shares in A. 
In this manner the shareholders jointly control three different corporations. 

A voting control method can operate in an indirect manner by an 
agreement among the owners of the majority or controlling votes of corpora- 


“proxy solicitation” rules of the Securities Exchange Act of 1934, furnish the same 
information as required of “listed” companies by the Rules and Regulations under the 
Securities Exchange Act of 1934. The New York Stock Exchange rules even refuse 
to allow a member to participate with a non-member firm engaged in proxy solicitation 
of a non-listed company unless the non-member agrees to furnish the information re- 
quired by section 14(a) and Regulation X-14 of the Securities Exchange Act of 1934. 
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tions A and B to elect identical boards of directors, thereby obtaining an 
interlocking directorate and, for all practical purposes, joint management 
of two otherwise independent companies. In the event such companies are 
in competition with each other, interlocking directorates may run afoul of 
the antitrust laws.*! 

Whenever a multiple number of corporations are employed, many 
problems arise that would not exist if the organization were held to one 
corporation with operating divisions. If the choice of such corporate struc- 
ture is made to achieve voting control, the parties must be prepared to ac- 
cept the burdens that flow therefrom.*? 


PARTNERSHIPS 


Voting control could be exercised by the majority shares of a corpora- 
tion being held as a partnership asset. If the primary purpose of the partner- 
ship is to hold the shares, then the terms and provisions of the partnership 
would be examined as an agreement between shareholders and would be 
subject to the law applicable thereto.** If the ownership of such shares is 
only one of several assets of the partnership, the probability of such ques- 
tions arising would be very slight. 

Whether the partnership agreement is oral or written, it would appear 
that in the absence of disagreement one of the partners would vote the 


shares.*# 
Depending upon the scope of the activities of the partnership, it may 


41 Sec. 8 of the Clayton Anti-Trust Act, 38 Srat. 732 (1914), 15 U.S.C. § 19 (1952), 
in the first instance covers interlocking directors of banks, but the pertinent provision 
of the section applicable to other corporations is as follows: “.... [NJo person at the 
same time shall be a director in any two or more corporations, any one of which has 
capital, surplus, and undivided profits aggregating more than $1,000,000, engaged in 
whole or in part in commerce, other than banks, banking associations, trust companies 
and common carriers subject to [chapters 1 and 8 of title 49] . . . if such corporations 
are or shall have been theretofore, by virtue of their business and location of operation, 
competitors, so that the elimination of competition by agreement between them would 
constitute a violation of any of the provisions of any of the antitrust laws... .” The 
so-called anti-merger provisions of the Clayton Anti-Trust Act found in section 7 
(38 Srat. 731 (1914)) were amended in 1950 to prohibit acquisition by one corporation 
of the assets of another where the effect “may be substantially to lessen competition, 
or to tend to create a monopoly.” 64 Srat. 1125 (1950), 15 U.S.C. § 18 (1952). 

#2 Garrett and Garrett, Choosing the Form of Business Enterprise, 1954 U. In. L. 
Forum 359; Culbertson, Choosing the Number of Business Enterprises, id. at 386. (Both 
articles emphasize the complexity of interstate operations, reports, taxes, costs, and the 
income tax pitfalls of multiple corporate operations.) 

43 Tt has previously been noted that in Illinois such an arrangement was examined 
and approved in Faulds v. Yates, 57 Ill. 416 (1870). 

44 The Illinois Business Corporation Act is silent in respect to who may vote stock 
owned by a partnership. See Int. Rev. Srat. c. 32, § 157.30 (1957). Examination of 
applicable partnership law would lead to the conclusion that stock in the name of the 
partnership could be voted by any general partner. See Int. Rev. Stat. c. 106%, § 9(1) 
(1957); see also 5 FLETCHER, PrivATE Corporations § 2038 (perm. ed. repl. 1952). 
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be that a partnership would be a method in which to handle the majority 
of the voting shares of a corporation without the necessity of a voting trust 
agreement. The fact is inescapable, however, that holding such shares in a 
partnership would present all the problems of a partnership, including those 
arising upon the death of a partner. It would be essential that there be some 
type of agreement in respect to the purchase of a decedent’s partnership 
shares.*® The number of persons holding the majority voting shares would 
control the practicability of such a voting control method, the same as it 
does a straight shareholders agreement. 


CHARITABLE FOUNDATIONS 


A relatively new method of voting control has been developed with 
the use of the charitable foundation. The owner of a closely held corpora- 
tion may reduce estate taxes and simultaneously retain control of the corpora- 
tion in the family or, while he is living, he may divert income to the charity 
and still retain control of his business. 

The creation of the Ford Foundation gave much publicity to this type 
of voting control. It should not be concluded that this method is applicable 
only to corporations having the resources of the Ford Company. The 
structure and theory are applicable to the small, as well as the large, corpora- 
tions. It is peculiarly adaptable to the closely held family corporation. 

The uses of a charitable foundation are as follows: 


(1) to reduce income and estate taxes and preserve control of a family 
business; 

(2) to create a vehicle for accumulation of capital; 

(3) to furnish a “bail out” to the owners of a business where their 
wealth is concentrated in a net worth; 

(4) to control the ultimate beneficiaries of one’s charitable donations; 
and 

(5) to equalize annual charitable donations if income has considerable 
variation each year. 


Before any of the above enumerated uses can be translated into positive 
action, it is necessary to establish the charitable foundation. 

The foundation may take the form of either a trust or a corporation. 
In Illinois a not-for-profit corporation is created pursuant to statutory 
authority.4® Unlike the business corporation for profit, a not-for-profit 
corporation in Illinois does not issue shares.47 Management is composed of 
a board of directors, officers, and members. Members may be classified, and 


45 In absence of such an agreement the surviving partner would have control during 
the liquidation of the partnership and would thereby control the voting of the stock. 
Int. Rev. Start. c. 3, § 341 (1957). 


46 Id. c. 32, § 163. 
47 Id. § 163a25. 
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if it is important to control, the statute authorizes non-voting members.*® 
The power to deny voting rights to members permits the board of directors 
to be self-perpetuating, which fact offers considerable latitude to the in- 
corporators, who must nominate the first board of directors in the applica- 
tion for the charter. The purposes for which this corporation may be 
organized in Illinois are specifically provided by statute.* 

If the corporation is chartered in a state which permits the organiza- 
tion of a not-for-profit or charitable corporation, and qualification is applied 
for in Illinois, the purposes must conform to Illinois statutory provisions.5° 
Illinois would not refuse to issue a certificate of authority to do business 
in Illinois because the internal structure is different from that provided for in 
Illinois, but the type of business which it can conduct must be that authorized 
in Illinois. No generalization can be made that would govern the formation 
of such an organization in all states. Careful examination of the law of the 
domiciliary state must be made to ascertain the requirements.*! 

The use of the charitable foundation as a voting control method is de- 
pendent upon the stock structure of the corporation. If the family corpora- 
tion has voting and non-voting shares, the non-voting shares could be trans- 
ferred by gift to the charitable corporation and the voting shares retained 
by the individual or his family. A substantial saving in the estate tax would 
be realized and preservation of control in the business itself would remain 
in the family. This was the pattern of the Ford Foundation’s establishment. 
If the business corporation did not have voting and non-voting shares, a 


48 Id. § 163a7. 

491d. § 163a3: “Purposes. Not for profit corporations may be organized under 
this Act for any one or more of the following or similar purposes: charitable; benevo- 
lent; eleemosynary; educational; civic; patriotic; political; religious; social; literary; 
athletic; scientific; research; agricultural; horticultural; soil, crop, livestock and 
poultry improvement; professional, commercial, industrial or trade association; electri- 
fication on a co-operative basis; telephone service on a mutual or co-operative basis; 
and ownership of residential property on a co-operative basis.” 

An attorney who is not familiar with the organization of such a corporation will 
find very constructive advice in an article by William G. Worthey, Chief Clerk of the 
Corporate Department of the State of Illinois. Mr. Worthey covers essential factors 
to consider before drafting the charter of such a corporation, and particularly directs 
attention to the unusual problems that may not be apparent to the attorney who has the 
drafting responsibility. Worthey, What Every Lawyer Should Know About Organizing 
a “Not For Profit” Corporation, 43 Itt. B.J. 858 (1955). For example, if the word 
“educational” is used in the purpose of the corporation being organized, very careful 
wording should be used so that it does not conflict with the requirement of obtaining 
a certificate of approval from the State Superintendent of Public Instruction (IL. Rev. 
Strat. c. 144, § 144 (1957)). 

50“No foreign corporation to which this Act is applicable shall conduct in this 
State any affairs which a corporation organized under this Act is not permitted to con- 
duct.” Ix. Rev. Strat. c. 32, § 163a67 (1957). 

51In New York and Missouri, for example, judicial approval must be given to the 
not-for-profit corporation. N.Y. MEmMBERsHIP Corporations Law § 10; Mo. Rev. Start. 
§ 352.060 (1949). 
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reorganization providing such reclassification prior to transfer of shares to 
the foundation would produce the desired results. 

Assume that A is married, has a daughter and son, and wishes to leave 
control of the business to the son. A currently owns all of the shares in the 
corporation, which will be valued for estate tax purposes at $2,000,000. Other 
assets which would be includable in his estate amount to an additional 
$500,000. If all of the capital shares of the business are represented by voting 
common stock, it will be necessary to bequeath to the son over $1,000,000 
in such stock in order to give him 51 per cent control of the corporation; 
the balance would be used to qualify for marital deduction. If, on the other 
hand, there was to be equalization for the daughter, it would be necessary 
to provide that the son subsequently be permitted to purchase a portion of 
the shares left to the widow or the daughter in order to preserve his con- 
trol. If there was no equalization and full marital deduction was taken, the 
mother might bequeath her common shares to the daughter to achieve 
equalization between the son and daughter. In any event, if the daughter 
acquires ownership of any of the shares and marries or is married, and/or 
the mother remarries, a new shareholder or shareholders enter the picture, 
and the son would have control of the corporation by only a very narrow 
margin. If, however, there is a reorganization of the corporation so that 
$1,900,000 is represented by non-voting preferred shares and $100,000 is 
represented by voting common shares, then a bequest could be made to the 
son of the voting common shares and to the daughter of non-voting pre- 
ferred for equalization, and the marital deduction bequest could be satisfied. 
There still would be available preferred shares for charitable distribution. 
If preferred shares are transferred to the charitable corporation, all of the 
shares of the family business would still be within the control of the family 
as it controls the charitable corporation. 

A regular plan of annual gifts by the owner of the preferred shares to 
the charitable corporation would effect immediate reduction of the estate, 
save income taxes, and still preserve family control.5? This plan assumes 
that A has high annual earnings which would permit a large annual charitable 
deduction. If A earned $100,000 per year, he could donate each year $30,000 
of the preferred shares. If A lived for ten years, he would have reduced his 
estate by $300,000 and simultaneously have reduced his income tax each 
year by reason of the charitable deduction. 

The charitable foundation can also be used to create a vehicle for the 
accumulation of capital and is applicable to an individual who has high 
annual earnings. Assume A gives $30,000 cash each year instead of pre- 
ferred shares. The charitable foundation would invest the $30,000 each 
year, and the income would be distributed to charities selected by A. If A 


52 Twenty per cent of an individual’s adjusted gross income is available as a 
charitable deduction each year. This may be increased to 30% if the donation is to 
certain types of charities. Int. Rev. Cope or 1954, § 170. 
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had requirements for additional capital in his business, he could negotiate 
with the foundation for a loan to his business. Caution must be exercised 
in this practice to see that the loan is made at the current interest rates and 
normal security offered. Failure to observe such standards may destroy the 
tax-exempt status of the foundation. 

The charitable foundation may also be used to provide funds to “bail 
out” the owner of a closely held corporation. In practice, A would use 
funds of the charitable foundation to purchase his business interest. A would 
then realize a capital gain and still remain in control of the business by 
reason of his control of the foundation. Such use presupposes that the foun- 
dation has accumulated sufficient funds to make the purchase, or that the 
foundation will give notes which would be paid from the income of the 
business purchased by the foundation. This use has been subject to con- 
gressional investigation and will be later discussed. 

Another use of the charitable foundation is available to a person who 
desires to contribute to charity, but who also desires to control the charity 
and its distribution. By creating a charitable trust or foundation through a 
corporation which he can control, the individual is in a position to control 
the actual distribution of the charitable moneys. For example, A has made 
direct charitable donations of $3,000 per year distributed to charities X, Y, 
and Z. A creates a charitable foundation and designates himself and members 
of his family as the board of directors. A then donates $3,000 to the corpora- 
tion, which becomes its capital. A controls the foundation and therefore 
controls the investment and distribution of its income, principal, or both, to 
whatever charity he shall choose. 

Such a foundation may also be used by an individual whose income 
fluctuates from year to year, but who desires to make a fixed donation each 
year to various charities. He accomplishes his purpose by donating the 
allowable maximum charitable deduction to the charitable foundation. There 
is then retained in the charitable foundation a portion of the current year’s 
donation so that if his allowable deduction the next year is lower, the chari- 
table foundation would donate the same amount to the selected charities.5* 
It is essential to accomplish the purposes described above in order that the 
charitable foundation have a tax-exempt status.** 


53 4 has income in 1958 of $50,000 and his maximum donation (30%) is $15,000, 
which he gives to the charitable foundation, which in turn allocates $10,000 to charities. 
In 1959 his income is $30,000, his donation to the charitable foundation is $6,000, but 
the foundation still could allocate $10,000 to the charities. 

54InT. Rev. Cope or 1954, §§ 501-14(d). Section 501(c) of the Code defines exempt 
organizations. The definition applicable to charitable foundations is found in sub- 
paragraph (3): “Corporations, and any community chest, fund, or foundation, organ- 
ized and operated exclusively for religious, charitable, scientific, testing for public 
safety, literary, or educational purposes, or for the prevention of cruelty to children 
or animals, no part of the net earnings of which inures to the benefit of any private 
shareholder or individual, no substantial part of the activities of which is carrying on 
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Since section 501(c) specifically prohibits any part of the net earnings 
inuring to the benefit of any private shareholder or individual, it is very 
clear that when a person establishes such a foundation and transfers either 
cash, shares, or other assets to that foundation, he must realize that in doing 
so the net earnings cannot be used for his benefit. 

Because certain individuals have not been guided by philanthropic 
motives and have attempted to employ the charitable foundation as a 
voting control method as well as securing the tax advantage, the Internal 
Revenue Code has been so drafted that it specifically prohibits certain 
transactions if the charitable organization is controlled directly or indirectly 
through the ownership of fifty per cent of the voting power of all classes 
of shares. 

Denial of the tax exemption may also result from the unreasonable 
accumulation of income and failure to distribute it to a charity in accord- 
ance with the foundation’s purpose.*® 

There is another facet of the operation of tax-exempt organizations 
which is grossly misunderstood. Normally, the income of a tax-exempt 
foundation would be non-taxable. However, if the foundation conducts a 
business which earns a profit, that business must pay income taxes as does 
any other business.57 For example, if an automobile manufacturing business 
is donated to a tax exempt foundation, the automobile business must pay the 


propaganda, or otherwise attempting, to influence legislation, and which does not par- 
ticipate in, or intervene in (including the publishing or distributing of statements), any 
political campaign on behalf of any candidate for public office.” 

55 Id. § 503(c): “Prohibited Transactions—For purposes of this section, the term 
‘prohibited transaction’ means any transaction in which an organization subject to the 
provisions of this section— 


(1) lends any part of its income or corpus, without the receipt of adequate security 
and a reasonable rate of interest, to; 

(2) pays any compensation, in excess of a reasonable allowance for salaries or other 
compensation for personal services actually rendered, to; 

(3) makes any part of its services available on a preferential basis to; 

(4) makes any substantial purchase of securities or any other property, for more 
than adequate consideration in money or money’s worth, from; 

(5) sells any substantial part of its securities or other property, for less than an 
adequate consideration in money or money’s worth, to; or 

(6) engages in any other transaction which results in a substantial diversion of its 
income or corpus to; 
the creator of such organization (if a trust); a person who has made a substantial 
contribution to such organization; a member of the family (as defined in section 
267 (c) (4)) of an individual who is the creator of such trust or who has made a sub- 
stantial contribution to such organization; or a corporation controlled by such creator 
or person through the ownership, directly or indirectly, of 50 percent or more of the 
total combined voting power of all classes of stock entitled to vote or 50 percent or 
more of the total value of shares of all classes of stock of the corporation.” 

56 Id. § 504. See Randall Foundation, Inc. v. Riddell, 244 F.2d 803 (9th Cir. 1957); 
Tell Foundation v. Wood, 58-1 U.S.T.C. 4 9111 (1957). 

57 There is an exception if the business is related to operation of the charity. 
Int. Rev. Cope or 1954, § 513(a). 
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normal and regular income tax on profits. If, however, the automobile busi- 
ness is a corporation and dividends are paid on shares owned by the founda- 
tion, then such dividends are tax-exempt to the charitable foundation.5® If 
the persons who donate the automobile business also control the foundation, 
they are in position to maintain current income by staying in the business 
and drawing salaries for its operation. 

Tax-exempt status should be obtained after twelve months of operation 
by filing an application for a ruling with the District Director of Internal 
Revenue.*® 

The exemption can be lost in the event the foundation fails to carry on 
the purposes which gave rise to the exemption in the first instance. For ex- 
ample, if the foundation participated in a political campaign on behalf of a 
certain candidate for public office, the organization at that point would lose 
its exemption. However, it could re-establish its exempt status by ceasing 
such activities and filing a new application for exemption together with 
certain affidavits.© 

A further word of caution may be given here in as much as Congress has 
demonstrated interest in the use of this voting control method as a device to 
avoid taxes.*! The close relationship between the tax-exempt foundation and 
the closely held business corporation, particularly where the owners of the 
corporation are also in control of the foundation, has already given rise to 
certain prohibited transactions.®? There is some merit in the argument that 
if the purpose is philanthropic, and the tax law is designed to encourage 
that purpose, the individual creating the charitable foundation should be will- 
ing to forego control of it. The provisions of the law enacted in 1950 pro- 
hibiting the transactions referred to reflected congressional awareness that 
abuses were possible. In the same year, the House bill included a provision 
to deny the charitable contribution where the donor controlled both the 
charitable foundation and the corporation whose shares were the subject 
of contribution. The Senate did not agree with this restriction, and it was 
eliminated.** The Internal Revenue Service, however, has been active in 


58 Jd. § 512(b). 

59 U.S. Treas. Reg. 118, § 39.101-1 (1954) (amendment, U.S. Treas. Proposed Regs. 
§ 1.501(a)-1 (1956)); U.S. Treas. Regs. § 601.201(k) (1957). Certain organizations are 
not required to file annual returns. Int. Rev. Cope or 1954, § 6033(a). 

60 U.S. Treas. Reg. 118, § 39.3813-2 (1953). 

61 The restrictive provisions cited in note 52 supra were passed in 1950. See Reifer, 
How to Organize and Qualify a Tax-Exempt Foundation, 35 Taxes 437 (1957). 

82 See note 52 supra. 

63 U.S. Cope Cone. Serv. 3079 (1950): “The House bill also would require these 
foundations, trusts and similar organizations to stipulate in the instruments under which 
they are administered that they will not engage in the specified transactions with donors, 
officers, or trustees if contributions to such organizations are to be deductible to their 
donors. Also under the House bill deductions for charitable contributions would be 
denied where the contributions consist of stock in a corporation controlled by the 
donor and his family and are given to an organization or trust which the donor and 
his family control. These provisions are omitted entirely in your committee’s bill.” 
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attacking some of the more obvious plans in which the charitable motive 
was doubtful and the benefits inuring to the individuals concerned appeared 
to be the moving force in the transaction. 

It has already been observed that when an individual in a high income 
tax bracket makes maximum annual charitable donations to a foundation he 
controls, the foundation may accumulate a formidable sum. Such funds 
could be used, if not properly supervised, to finance operations of the donor’s 
business upon a very favorable basis, or even to afford a “bail out” of the 
owner of the closely held corporation by purchase of his shares of stock. 


TAXES 


Successful operation of the method of control employing charitable 
foundations requires continuous surveillance in order to insure that its opera- 
tion is within the approved bounds of the tax law. Control exercised by 
other methods discussed may be tempered by the restrictions imposed by 
reason of the tax consequences. This is particularly important in the case 
of closely held corporations. It is not within the scope of this article to 
attempt an analysis of the Internal Revenue Code wherein control is an 
important factor. The attorney, however, should be aware that the tax con- 
sequences of control are important. 


SUMMARY 


The importance of voting control in a small or closely held corporation 
has often been overlooked or underestimated. Many lawyers have witnessed 
a small business developing to a size which requires that it incorporate. All 
too often such a business has been a one-man operation with very little 
decentralized authority. It usually requires a great deal of effort on the part 
of the lawyer to orient the owner to his new corporate framework. Unless 
voting control is understood and intelligently planned, a combination of 
deaths, requirements of new capital, or other factors may occur in such 
manner as to deprive the owner, or his family, of management. 


6 Lesavoy Foundation v. Commissioner, 238 F.2d 589 (3d Cir. 1956) (In this case 
the foundation sold yarn to the donor’s enterprises; the court of appeals did not de- 
cide the issue because it held the Commissioner was estopped to retroactively deny 
exemption, but the court does by dictum reflect a judicial attitude that favors support 
of the charity if possible.); Duffy v. Birmingham, 190 F.2d 738 (8th Cir. 1951). 

65 Kolkey v. Commissioner, 27 T.C. 37 (1956) (The Tax Court denied recognition 
of the charitable foundation upon the theory that all of its earnings inured to the bene- 
fit of the original owners.) aff'd, 58-1 U.S.T.C. 68, 165. But see C. F. Mueller Co. v. 
Commissioner, 190 F.2d 120 (3d Cir. 1951) (An entire business was sold to a charity for 
the benefit of New York University.). See also Sugarman, Current Issues in the Use of 
Tax-Exempt Organizations, 34 Taxes 795 (1956). 

66 See “Personal Holding Companies,” Int. Rev. Cope or 1954, §§ 541-47 (1954); 
redemption of stock, id. 302; reorganizations, id. §§ 354, 355; net operating loss carry- 
overs, id. 382; tax-free transfer from individual to a corporation, id. § 351(a). 
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The ever-present tax problems which occur in almost every phase of 
our present business world demand that prior to the use of any voting con- 
trol method the tax consequences be examined for adverse results. The use 
of such methods for the purposes of perpetrating fraud or obtaining unjust 
enrichment should be policed by the attorney, whose advice will in most 
instances be sought by the laymen to establish their use in the first instance. 
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Notes 


THE INTERNAL REVENUE CODE AND 
INSURANCE FUNDED STOCK 
REDEMPTION PLANS 


One problem which confronts a small or closed corporation, and those 
interested in it, is that of finding a means to guarantee the continuation of 
the corporate life after the death of one of its stockholders. Without a pre- 
arranged plan among the stockholders, the death of one of them may leave 
the corporation floundering in the shoals while the surviving stockholders 
and the estate battle over the value of the decedent’s stock and the control 
of the corporation. To circumvent this problem, the stockholders of close 
corporations have turned to cross-purchase agreements to provide an ef- 
fective means of placing the corporation in the hands of the surviving share- 
holders upon the death of one of them, and at the same time, to assure the 
deceased shareholder that his estate will receive full value for his stock. 
These agreements can take a variety of forms ? but the conventional schemes 
provide that either the surviving stockholders or the corporation itself will 
buy up the deceased stockholder’s interest from his estate. 

Upon entering into such an agreement, however, a new problem is 
immediately presented: Where will the purchaser obtain the money to buy 
the stock? One solution, of course, is insurance. By purchasing an insurance 
policy on the life of a stockholder in an amount equal to the approximate 
value of his stock, the remaining stockholders or the corporation will be 
certain of having on hand at the time of a stockholder’s death sufficient 
funds to buy up his stock. 

Whether it is advantageous for the insurance funded cross-purchase 
agreement to be between the stockholders themselves or between the stock- 
holder and the corporation will depend upon the individual circumstances 
of each case.2 Where there are more than two or three active stockholders, 
they will no doubt desire a plan whereby the corporation agrees to purchase 
the stock, for it allows a simpler method for the continuance of a cross- 
purchase agreement after the death of one or more stockholders.* If the 
corporation is selected as the purchaser and the plan is funded by insurance, 
the agreement is commonly referred to as an insurance funded stock re- 
demption (or retirement) agreement. 

One of the principal objections to the use of the insurance funded stock 


1 For a complete discussion of the adverse effects which the death of a stockholder 
may have upon a close corporation, see Wuite, Business INSURANCE 292-304 (1956). 

2 Id. at 326-32. 

3For a comparison of the advantages to be found in each plan, see Mannheimer, 
Insurance to Fund Stock—Retirement and Buy-and-Sell Agreements, 29 Taxes 393 
(1951). See also WuitE, op. cit. supra note 1, at 379. 

4See WHITE, op. cit. supra note 1, at 379. 
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redemption agreement is the uncertainty of the tax consequences which 
might arise from such a plan ® and the lack of agreement among authorities 
as to the most advantageous method of drafting the agreement with respect 
to tax considerations.® It is the purpose of this note to supplement, in part, 
the article in this symposium dealing with stock options and purchases,’ by 
pointing out the tax consequences, or possible consequences, which may arise 
out of an insurance funded stock redemption agreement. 

There are many forms which an insurance funded stock redemption 
agreement may take. The term “conventional agreement” will be used in 
this article to denote an insurance funded stock redemption agreement 
wherein the stockholder unequivocally binds his estate to sell and the corpo- 
ration agrees to buy his stock following his death. The corporation, under 
the plan, purchases the insurance upon the shareholder’s life, retains all inci- 
dents of ownership in the policy, and is named as the sole beneficiary. 

Briefly stated, the tax problems which should be considered in relation 
to insurance funded stock redemption agreements, “conventional” or other- 
wise, are: 

(1) whether payment of premiums by the corporation will be taxable 

as a constructive dividend to the shareholders; 

(2) whether the funds accumulated by the insurance are subject to the 

penalty tax as an unreasonable accumulation of surplus; 

(3) whether premiums are deductible as a business expense; 

(4) effect of insurance proceeds on corporate gross income; 

(5) effect of agreement on decedent’s estate tax liability; 

(6) income tax liability of the decedent, his estate, and the beneficiaries 

upon redemption; 

(7) effect of redemption upon income tax liability of the surviving 

shareholders. 


INCOME TAX LIABILITY OF SHAREHOLDERS 
FOR PREMIUM PAYMENTS 


There is at present considerable controversy as to whether payment of 
premiums by a corporation for life insurance to fund a “conventional agree- 
ment” constitutes a distribution of dividends,® and if so, whether the recipient 


51 Po.isHerR, EstaTE PLANNING AND Estate Tax Saving 214 (1948); Rouruicn, 
OrGANIZING CORPORATE AND OTHER Business ENTERPRISES § 13.05 (1949); Steinberg, 
Funding Stock-Redemption Agreements with Life Insurance, 35 Taxes 669 (1957). All 
the foregoing writers suggest that premium payments may constitute constructive 
dividends to the insured stockholders if the insurance is carried by the corporation. 
Contra, The following writers take a contrary view: WHITE, oP. cit. supra note 1, at 390; 
Fink, Tax Fundamentals of Life Insurance, 27 Taxes 575 (1949); Lawthers, Prunier Offers 
No Threat to a Sound Insured Buyout Plan, 7 J. Taxation 2 (1957); Mannheimer and 
Friedman, Stock-Retirement Agreements, 28 Taxes 423 (1950). 

6 See WHITE, Op. cit. supra note 1, at 380. 

7™See Grossman and Herzel, Employee Stock Options, supra p. 45. 


8 See note 5 supra. 
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of the dividend is the insured shareholder or all the shareholders pro rata.® 
Those authorities who feel that premium payments constitute a dividend 
distribution contend that in any cross-purchase agreement, the primary bene- 
ficiaries are the stockholders, regardless of whether the surviving share- 
holders or the corporation agree to purchase the decedent’s shares. Their 
argument is premised primarily upon the holding in Paramount-Richards 
Theatres, Inc. v. Commissioner." In that case a holding company was formed 
by one Richards and the trustees of a movie company,!! each taking one- 
half of the shares of stock. Richards entered into an agreement with the 
trustees whereby they were to have the option to purchase his stock upon 
his death. As part of the agreement it was provided that the holding company 
was to insure Richards’ life for $250,000, with Richards’ estate or his designee 
to be the beneficiary. It was further provided that upon Richards’ death 
the trustees could exercise their option to buy Richards’ stock for value, 
and if Richards proved to be uninsurable, then the purchase price for his 
stock was to be increased by $125,000. The principal issue before the court 
was whether premiums paid by the holding company were dividends or 
whether they constituted a deductible business expense in the form of addi- 
tional compensation to Richards. The court found that as the premium 
payment benefited not only Richards, but the other shareholders as well, 
it was a dividend distribution. 

It is readily apparent, however, that there are important differences 
between the “conventional agreement” and the agreement in the Paramount- 
Richards case. In the latter, the holding company was not a party to the 
option, having neither the duty nor the opportunity to purchase Richards’ 
stock upon his death. Further, the proceeds of insurance were not payable 
to the holding company upon Richards’ death. As noted by the court, all 
the stockholders did was to appropriate “corporate funds to their joint 
benefit by the premium payment.” !” 


9In Henry E. Prunier, 28 T.C. 19 (1957), rev’d, 248 F.2d 818 (1st Cir. 1957), the 
Tax Court inferred that each insured stockholder was to be held to have received a 
constructive dividend to the extent that the corporation paid premiums on insurance 
covering his life. In Sanders v. Fox, 149 F. Supp. 942 (D. Utah 1957), however, the 
district court treated all the premiums paid by the corporation upon insurance covering 
the lives of stockholders as one lump sum, and each insured stockholder was held to 
have received a dividend equal to a prorata portion, based upon his stock interest, of 
the total premiums paid. It should be noted that no uninsured stockholders were in- 
volved in either case. Subsequent to the preparation of this note, Sanders v. Fox was 
reversed on appeal on the ground that the corporation was owner of the policies so that 
no present benefits were realized by the shareholders. CCH 1958 Sranp. Fep. Tax REP. 
(58-1 U.S.T.C.) § 9415 (10th Cir. Mar. 20, 1958). 

10 153 F.2d 602 (5th Cir. 1946). 

11 The movie company, Paramount-Publix Corporation, was involved in reorganiza- 
tion proceedings under the Bankruptcy Act and the trustees entered into an agreement 
with Richards to form a holding company (Paramount-Richards Theatres, Inc.) in order 
to secure more capital. 


12153 F.2d at 604. 
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Following the Paramount-Richards case, the Tax Court in Henry E. 
Prunier '* and the district court in Sanders v. Fox,'4 have recently supported 
the view that premium payments will constitute dividends, irrespective of 
the type of cross-purchase agreement involved.'® However, an analysis of 
these cases indicates important discrepancies between the “conventional 
agreement” and the agreements entered into by the taxpayer-stockholders. 
In both cases the right to change beneficiaries was retained by the stock- 
holders,!® and in Prunier there was no formal agreement between the stock- 
holder and the corporation binding the corporation to buy his stock.1" 

Interestingly enough, the Court of Appeals for the First Circuit reversed 
the finding of the Tax Court in Prunier 18 and held that premium payments 
by the corporation do not constitute a dividend distribution to the insured 
stockholder. The court indicated that it is not necessary to show a corporate 
purpose in order to decide the dividend question, for if the corporation 
were the beneficiary and equitable owner of the policy,!® premium pay- 
ments could not constitute a taxable dividend distribution. 


13 28 T.C. 19 (1957), rev'd, 248 F.2d 818 (1st Cir. 1957). 

14149 F. Supp. 942 (D. Utah 1957) rev’d, CCH 1958 Sranp. Fep. Tax Rep. (58-1 
US.T.C.) § 9415 (10th Cir. Mar. 20, 1958); cf. Oreste Casale, 26 T.C. 1020 (1956), rev’d 
247 F.2d 440 (2d Cir. 1957). 

15In both cases, the lower court held that the insured shareholders of an insurance 
funded cross-purchase agreement received constructive dividends when the corporation 
paid the premiums on the life insurance because the primary benefit of the insurance 
ran to the stockholders and not to the corporation. Thus in Sanders v. Fox, 149 F. Supp. 
at 946, the court defined the issue before it in the following terms: “(T]he pivotal point 
for decision in this case is whether the stockholders, the Corporation, or both derived 
benefits from the Corporation paying the premiums on the insurance. . . .” 

16 Tt should be noted that under the standard provisions of life insurance contracts, 
the party who is given the right to change beneficiaries is given the right to borrow 
upon, surrender, or otherwise treat the policy as his own. 

17T¢ should also be noted that in both cases the estate of the deceased stockholder 
was entitled to receive all the proceeds from the insurance in return for his stock not- 
withstanding the fact that the stock was worth much less at the time of the decedent’s 
death. In each case, the lower court pointed to this fact as evidence of the primary 
stockholder purpose behind the insurance. 

18 248 F.2d 818 (Ist Cir. 1957). 

19 The court of appeals determined that the corporation was the equitable owner 
of the insurance despite the fact that the stockholders were the named beneficiaries and 
had reserved to themselves the right to change beneficiaries. The court looked to a 
resolution of a directors meeting which provided that in the event of the death of either 
stockholder, the proceeds of insurance on his life should go to the corporation for the 
purpose of redeeming his stock. It concluded that under controlling Massachusetts law, 
a court of equity, under these circumstances, would force the surviving stockholder to 
turn over the proceeds of insurance to the corporation if either stockholder should die 
during the taxable year. 

On the basis of the facts in Prunier, the appellate court’s finding that the corpora- 
tion was the equitable owner of the insurance is, without doubt, a tenuous one. It may 
be a significant decision, however, in that it indicates a strong judicial position regarding 
the constructive dividend problem arising out of corporate payments of premiums in 
insurance funded redemption agreements. 
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The court of appeals in Prunier, in reaching its decision, relied upon 
_ the reasoning expressed in Casale v. Commissioner.?° While there was no 
cross-purchase agreement in Casale, the insurance funding situation involved 
there is clearly analogous. That case involved a majority shareholder 2 who 
entered into a deferred compensation agreement with his corporation 
whereby he or his estate was to receive certain retirement or death benefits. 
The following day the corporation took out a life-annuity policy on the 
stockholder, the terms of the policy as to retirement and death benefits being 
the same as in the deferred compensation agreement. The corporation re- 
tained all incidents of ownership in the policy and was the beneficiary. The 
Tax Court believed the agreement to be a sham 7 and held that premiums 
paid on the policy by the corporation constituted a taxable dividend to the 
insured stockholder in the year paid. On review the Second Circuit re- 
versed, declaring that the agreement was not a sham. The court continued, 
saying, in effect, that even if the agreement were a sham, the insured stock- 
holder could not be charged with having received a taxable dividend, for 
no immediate benefit was bestowed upon him by the premium payment. 
Said the court, “In any event, there is no warrant for calling the benefit 


‘immediate’ for at best it was only tentative. .. . [T]he corporation’s in- 
solvency would have terminated forever taxpayer’s interest in the 
policy. ..." * 


Looking at the Prunier case realistically, it would appear that the First 
Circuit was correct in following Casale once it concluded that the insurance 
was owned by the corporation.** Clearly a stockholder cannot be charged 
with having received a dividend from a corporate expenditure unless some 
immediate ascertainable benefit has been bestowed upon him.”® If the corpo- 
ration retains all benefits of the policy, then at any time prior to the actual 
expenditure of the insurance proceeds for the purchase of the stock of the 
deceased shareholder, the policy or its proceeds represents a corporate asset 
which would be subject to the claims of creditors in case of corporate in- 


20 247 F.2d 440 (2d Cir. 1957). 

21Tt was in fact a one man corporation, the taxpayer-shareholder owning ninety- 
eight per cent of the corporation’s outstanding shares. 

22 “Considering the features of the policy in conjunction with the provisions of the 
compensation agreement, we must conclude that the corporation was no more than a 
conduit running from the insurer to petitioner. . . .” 26 T.C. 1020, 1025 (1956), rev'd, 
247 F.2d 440 (2d Cir. 1957). 

23.247 F.2d at 444. 

24For a full discussion of the weak and confused facts upon which the court of 
appeals found the corporation to be the beneficial owner of the insurance, see Lawthers, 
Prunier Offers No Threat to a Sound Insured Buyout Plan, 7 J. Taxation 2 (1957). 

25 Cf. Lewis v. O’Malley, 140 F.2d 735 (8th Cir. 1944); Commissioner v. Mott, 85 
F.2d 315 (6th Cir. 1936). For a thorough discussion of this proposition, see Lawthers, 
Weakness in Casale Decision: Insolvency Could Destroy Benefit to Owner-Employee, 
5 J. Taxation 342 (1956). 
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solvency.” Payment of annual premiums on the policy therefore bestows 
no immediate benefit upon any stockholder.?* 

If Prunier is followed in the other circuits—and the Casale decision 
would seem to demonstrate such a tendency—the dividend problem arising 
out of premium payments will probably be set to rest. At least in the “con- 
ventional agreement,” no problem should arise, for here all indicia of owner- 
ship, including the right to the proceeds and to change beneficiaries, are 
retained by the corporation. It is suggested, however, that the draftsman, 
when providing for insurance funding in a stock redemption agreement, 
should exercise care in making sure that the corporation does retain all the 
incidents of ownership in the policy. In Prunier, due to the chaotic condi- 
tion of the records, the stockholders were fortunate that the court of appeals 
was able to find beneficial ownership of the policies in the corporation.?® 


TAX CONSEQUENCES OF ACCUMULATION OF SURPLUS 


While the Prunier decision may obviate the necessity of showing a 
primary corporate purpose to escape the dividend difficulty heretofore dis- 
cussed, it by no means extinguishes the necessity of establishing a primary 
corporate purpose to avoid adverse tax consequences in a funded redemp- 
tion agreement. If the redemption agreement is not for a corporate pur- 
pose, then the earned surplus, as represented by the cash surrender value 
of the insurance policy, may be subject to the penalty tax imposed by sec- 
tion 531,2® which provides that a tax shall be levied against the accumulated 
earnings and profits of a corporation which are “beyond the reasonable 


needs of the business.” 

While there is as yet no decision on the question of whether the carry- 
ing of insurance to fund a redemption agreement constitutes a reasonable 
need of the business, this clearly would seem to be the Commissioner’s 


26 It has been suggested that there might be occasions when this would not be a 
bona fide contention because the possibility of bankruptcy is too remote. See Lawthers, 
Weakness in Casale Decision: Insolvency Could Destroy Benefit to Owner-Employee, 
5 J. Taxation 342 (1956). 

27 Furthermore, the provisions of U.S. Treas. Regs. § 1.301-1(b) (1956), should 
be kept in mind. It provides that: “A distribution made by a corporation to its share- 
holders shall be included in the gross income of the distributees when the cash or other 
property is unqualifiedly made subject to their demands.” 

When a corporation pays premiums upon insurance in which it has retained all 
incidents of ownership, it has in fact made no expenditure; rather it has exchanged one 
corporate asset for another. It is arguable, therefore, that by paying premiums upon the 
insurance, no severance of corporate property has occurred and nothing has been made 
subject to the unqualified demands of the stockholder, as required by the regulation. 
For a full development of this argument, see Levine, Casale Decision Was Wrong; No 
Severance of Property, 6 J. TAxaTION 289 (1957). 

28 See note 24 supra. 

29 Int. Rev. Cope or 1954, § 531. Hereinafter, references in the text to statutory 
sections will refer to provisions of the Int. Rev. Code of 1954 unless indicated to the 
contrary. 
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next line of attack after the Prunier decision. Whether he is successful 
in proving that the insurance is for the purpose of allowing stockholders 
to avoid income tax rather than to carry out a reasonable business purpose, 
will most probably depend upon whether the redemption agreement is 
found to benefit primarily the corporation or the stockholders.*® 

On the basis of the lower court decisions in Prunier and Sanders, it 
might appear that it would be impossible to construct a redemption agree- 
ment which would have a dominant corporate purpose. However, in both 
Prunier and Sanders there were unusual factors which tended to show that 
stockholder considerations predominated over corporate considerations in 
the agreements in question. In both cases the estate of the deceased was 
entitled to receive the entire proceeds of the insurance in return for the 
stock, irrespective of the value of the stock at the date of his death. Further- 
more, in both cases the right to change beneficiaries was retained by the 
stockholders, and in Prunier the stockholders were the legal owners of the 
insurance.1 

In the conventional agreement these factors are not present. Further- 
more, important corporate benefits can be derived from any cross-purchase 
agreement, and in the properly drafted conventional agreement these bene- 
fits can be made paramount to any subsidiary shareholder benefits. As 
indicated earlier, serious disruption and possible ruination of a closed 
corporation can result if the surviving stockholders and the estate of the 
deceased cannot reach a rapid and amicable settlement as to the disposi- 
tion of the decedent’s interest in the corporation. In the absence of a 
cross-purchase agreement binding upon the estate, the estate may refuse 
to sell the shares at a reasonable price. In addition, the surviving stock- 
holders and the corporation may be met with unreasonable demands from 
the estate for dividend distribution or with attempts by unqualified heirs 
to assert a voice in corporate management. As two commentators asserted 
a few years ago,®* a redemption agreement can benefit the corporation 
even before the death of a shareholder. Corporate creditors, knowing of 
the agreement, may feel more assured of continued qualified management 
of the business and be more inclined to extend credit. Experienced em- 
ployees of a small corporation will feel more secure in the continued 
existence of their jobs upon learning of the arrangement and will con- 


80For cases in which accumulation of surplus (not by insurance funding) to re- 
deem stock was held to be for a reasonable business need, see Gazette Publishing Co. 
v. Self, 103 F. Supp. 779 (E.D. Ark. 1952); Dill Mfg. Co. 39 B.T.A. 1023 (1939). 
Accumulation to redeem was held not to be reasonable in Pelton Steel Casting Co., 28 
T.C. 153 (1957), aff'd 251 F.2d 278 (7th Cir. 1958), and in Hedberg-Friedheim Con- 
tracting Co., 15 CCH Tax Cr. Mem. 1433 (1956), P-H 1956 T.C. Mem. Dec. 4 56275. 

31For a discussion of the beneficial aspects of the agreements in Prunier and 
Sanders which favor the stockholders, see Steinberg, Funding Stock-Redemption Agree- 
ments with Life Insurance, 35 Taxes 669 (1957). 
82 Mannheimer and Friedman, Stock-Retirement Agreements, 28 Taxes 423 (1950). 
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sequently be less inclined to look elsewhere for jobs offering greater 
security. 

That a stock retirement agreement could have a paramount corporate 
purpose was clearly the view taken by the Third Circuit in Emeloid Co., 
Inc. v. Commissioner The question in that case was whether a loan, ob- 
tained by the corporation to purchase key man insurance which was sub- 
sequently assigned to fund a stock retirement agreement, could qualify as 
an indebtedness incurred for business reasons.*+ Reversing the Tax Court, 
the court of appeals noted that the insurance was originally taken out as 
key man insurance and then continued to say: 


“The [stock-retirement] trust was designed to implement the original 
purpose, and, at the same time, add a further business objective, viz, 
to provide for continuity of harmonious management. Harmony is 
the essential catalyst for achieving good management; and good man- 
agement is the sine qua non of long term business success.” *5 


Referring to the Tax Court finding that it was the stockholders, not the 
corporation, who were the real beneficiaries of the retirement agreement, 
the court said: 


“The petitioner [corporation], not the survivor, is to purchase the 
stock of the decedent. The difference between a contract of purchase 
on the part of the corporation and one on behalf of the surviving 
stockholder is more than a highly technical distinction. Significant 
different legal incidents flow therefrom.” ** 


Unfortunately, in the more recent case of Pelton Steel Casting Co.,3" 
the Tax Court has used some rather broad and disturbing language in 
determining that funds accumulated by a corporation to buy out the stock 
of its majority shareholders pursuant to a buy-out agreement could be 
subject to the penalty tax of section 531. Rather than finding that the 
buy-out agreement did not represent a reasonable business purpose, the 
court held that even if the agreement did represent a reasonable business 
purpose, the tax could still be imposed if the plan prevented the distribution 
of earnings and profits, and if the same results as desired under the plan 


33 189 F.2d 230 (3d Cir. 1951). 

34 The problem arose out of an objection by the Commissioner over the taxpayer- 
corporation’s method of computing its excess profit tax for the year 1944. The corpora- 
tion had taken out single premium life insurance policies on its shareholders, and in 
order to raise sufficient funds to pay for the insurance, the corporation borrowed 
$97,500. In computing its excess profit tax for 1944, the corporation included the 
$97,500 in arriving at its credit, treating the sum as borrowed invested capital. The 
Commissioner argued that because the indebtedness was not incurred for a reasonable 
business purpose, the $97,500 could not be treated as borrowed invested capital. 


35 189 F.2d at 233. 
36 Td. at 234. 
38728 T.C. 153 (1957), aff'd, 251 F.2d 278 (7th Cir. 1958). 
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could have been accomplished by the distribution of earnings and profits. 
A mere showing that the plan is for a bona fide business purpose is not 
sufficient; there must be a showing of a complete lack of purpose to re- 
duce the surtax burden of the stockholders through the corporate plan. 
The court noted that the object of the plan here was to allow the principal 
shareholders to sell out their interest in the corporation and yet preclude 
the possibility that the corporation would be acquired by a large out-of- 
town company and turned into a “captive foundry.” The court said that 
this objective could have been as readily accomplished by distributing the 
earnings and surplus to the minority stockholder and allowing him to buy 
up the stock as by allowing the corporation to accumulate the earnings 
and surplus and have it buy up the stock. 

If the rationale of the Tax Court decision in Pelton prevails,?* which 
would seem unlikely in view of prior decisions interpreting section 533 of 
the Code, it will become relatively impossible to draft a redemption agree- 
ment in terms which would avoid the imposition of the penalty tax. 
However, if Pelton is not accepted, it would seem, in view of the Emeloid 
decision, that a reasonable business purpose for carrying the insurance 
could be established in a properly drafted “conventional agreement,” *® 


388 The grounds upon which the Seventh Circuit affirmed the Tax Court decision 
in Pelton is not clear. While the court of appeals held that it could not, on the basis of 
the record, overturn as clearly erroneous the Tax Court’s finding of fact that the 
corporation was being availed of for the purpose of avoiding income tax with respect 
to its shareholders, it made no reference to the Tax Court’s interpretation of § 102(c) 
of the Int. Rev. Code of 1939, 53 Srat. 35 (now Int. Rev. Cope or 1954, § 533); rather, 
the court of appeals found that on the facts presented, the corporation had failed to 
make out a bona fide business need for accumulating the surplus. 

Due to the unusual fact situation in Pelton, a determination that the accumulation 
of funds to complete the redemption was not an accumulation for a reasonable business 
need could properly be supported. The corporation, in that case, redeemed eighty per 
cent of its outstanding stock at one time and was forced to incur a very substantial 
indebtedness, in relation to its net worth, in order to procure sufficient funds to ef- 
fectuate the redemption. 

The appellate court’s failure to refer to the Tax Courts’ interpretation of § 102(c) 
and its affirmance on the grounds that the facts supported a finding that the accumula- 
tion was not for a reasonable business need may be interpreted as a watering down of 
the broad language used by the Tax Court in its determination of the circumstances 
under which the penality tax may be imposed. However, as the Court of Appeals failed 
to expressly reject the Tax Court’s interpretation of § 102(c) and the rationale upon 
which it based its decision, a close observation of subsequent cases in this area may be 
necessary to determine whether the Tax Court decision in Pelton will be followed. 

For criticisms of the Tax Court decision in Pelton, see Barker, Penalty Tax on 
Corporations Improperly Accumulating Surplus, 35 Taxes 949 (1957); Kopperud and 
Donaldson, The Burden of Proof in Accumulated Surplus Cases, 35 Taxes 827 (1957); 
Pelton Steel: Another Blow At Planning for Closely Held Corporation, 7 J. Taxation 
96 (1957). For criticism of the court of appeals decision, see Sorden, CA-7 Opinion in 
Pelton Steel Clouds Rules on Surplus Accumulation, Redemption, 8 J. Taxation 254 
(1958). 

39 Cf. Prunier v. Commissioner, 248 F.2d at 822: “[I]f it were necessary to look 
for a corporate business purpose in the present case, we could refer to the arguments 
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and that such purpose would be sufficient to prevent the imposition of 
the penalty tax under section 531. In drafting the agreement, the drafts- 
man should be aware of the fact that the stockholders will unavoidably 
derive some benefit from the arrangement and his problem is to make 
that benefit seem incidental to the overriding corporate benefit.*° The 
preface to the redemption agreement should spell out the corporate purposes 
for entering into the agreement and the benefits which the business hopes 
to realize. Similarly, the provisions of the agreement should be so drawn 
as to reflect the paramount corporate purposes. In this regard, it is suggested 
that the provisions below be avoided because they tend to show shareholder, 
rather than corporate, purpose. 


(1) Provisions that the decedent’s estate is to receive as a minimum 
the proceeds of the insurance in exchange for the stock.*! It would seem 
advisable to remove all reference to the insurance as a means of determining 
the value of the deceased’s stock. It is suggested that the agreement provide 
a realistic method for valuing the decedent’s interest at the time the stocks 
are to be redeemed. 

(2) Loosely phrased provisions, whereby the decedent or his estate 
could, under certain circumstances, get out of the obligation to sell to the 
corporation; for example, options rather than unequivocal promises to buy 
and sell, or failure to provide that the decedent must offer his stock to the 
corporation if he is desirous of selling during his lifetime. 

(3) Inclusion of trust or escrow provisions in an attempt to obtain pref- 


in Mannheimer & Friedman . . . [supra note 32, at 425]... .” As to which party has the 
burden of proving reasonableness in accumulated surplus cases, see Int. Rev. CopE oF 
1954, § 534. For a discussion of this section of the Code, see Kopperud and Donaldson, 
The Burden of Proof in Accumulated Surplus Cases, 35 Taxes 827 (1957). 

40 It should be remembered that the purpose of the penalty tax upon accumulations 
was enacted to discourage corporations from withholding dividends for the purpose of 
reducing the personal income tax liability of its stockholders. Thus, whether an accumu- 
lation is reasonable within the meaning of § 531 is dependent largely upon the corporate 
intent. See Helvering v. Chicago Stock Yards Co., 318 U.S. 693, 63 Sup. Ct. 843 (1943). 

41In the Prunier decision, the Tax Court emphasized the fact that the deceased 
stockholder’s estate would receive the entire proceeds of the insurance as an important 
factor in pointing to the lack of bona fides of corporate purposes for the agreement. 
The Tax Court felt that the agreement was in part a mere subterfuge whereby corporate 
funds could be used to purchase personal life insurance for its stockholders. 

In Sanders, the district court did not specifically refer to the fact that the insurance 
proceeds were to be exchanged for the stock when it determined that the agreement 
primarily benefited the stockholders, but it may be inferred that this factor influenced 
the court in its finding. 

It should be remembered that in both the above cases the lower court felt that the 
constructive dividend question turned upon a determination as to who derived the 
principal benefit from the agreement, the stockholders or the corporation. 

#2 As to the various methods of evaluating stock in a closely held corporation, see 
O’Neal, Restrictions on Transfer of Stock in Closely Held Corporations, 65 Harv. L. 
Rev. 773 (1952). See also 12 FLetcHer, CycLopepiA or Corporations § 5457 (rev. ed. 
1957); Overbeck and Teevan, Buy and Sell Agreements, 43 Itt. B.J. 264 (1955). 
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erential treatment for stockholders with respect to the value or proceeds 
of the insurance policies in case of corporate insolvency. Such a provision 
not only indicates a dominant stockholder purpose but also affords the 
shareholders little or no real protection in case of actual corporate failure.** 


PAYMENT OF PREMIUMS NOT DEDUCTIBLE 


It should be noted that although the purchase of insurance in a con- 
ventional agreement is for a proper business purpose, payment of premiums 
on such insurance is not deductible as a trade or business expense due to the 
provisions of section 264(a) of the Internal Revenue Code.** That section 
provides, in substance, that a corporation cannot deduct from gross income 
the premiums paid on life insurance policies covering the life of any officer 
or other person financially interested in the trade or business, if the corpora- 
tion is either directly or indirectly a beneficiary of the policy. Under the 
“conventional agreement,” the corporation would pay the insurance pre- 
miums on the lives of its own stockholders and would reserve the benefits of 
the policy for itself. Clearly section 264(a) covers the situation, and the 
premiums would not be deductible. 

The fact that the corporation can claim no deduction for premium pay- 
ments under the conventional agreement offers no basis for discarding this 
type of plan, however. If insurance funded cross-purchase agreements are 
drawn between the shareholders themselves whereby they take out the in- 
surance and pay the premiums, the corporation can realize a deduction if it 
increases the salary of employee-stockholders *° to the extent of their pre- 
mium liabilities. However, the taxable income of the employee-stockholder 
would be correspondingly increased and the over-all effect would be a tax 
disadvantage. If the corporation undertakes to pay the premiums for the 
benefit of the stockholders and charges the amounts to their respective salary 
accounts, even more disadvantageous tax results might occur. On the basis 
of the Paramount-Richards decision, the direct payment of premiums by the 
corporation could be construed as a distribution of dividends for tax pur- 
poses, because it would in fact benefit all the stockholders. If such were 
the case, not only would the taxable income of the stockholders be increased, 
but the corporation would also lose the benefit of the salary deductions. 
All things taken into account, the loss of a business deduction under section 
264 of the Code would seem to provide no basis for failing to utilize a 
“conventional agreement.” 


43 Furthermore, if the provision is viewed as being effective, it would negate the 
application of the rule applied in Prunier and Casale and resurrect the problem of con- 
structive dividends in regard to premium payments by the corporation. 

44 See also U.S. Treas. Regs. § 1.264 (1957). 

45In speaking of salaries to stockholders, it is assumed that the stockholders are 
also salaried employees of the corporation, which is often the case in close corporations. 
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EFFECT OF INSURANCE PROCEEDS ON CORPORATE 
GROSS INCOME 


The effect upon the corporation’s gross income from the receipt of 
insurance proceeds is one of the simplest tax problems to resolve in drafting 
a “conventional agreement.” If the insurance were originally obtained by 
the corporation and made payable to the corporation upon the death of the 
insured, the proceeds are excludable from gross income for income tax pur- 
poses under section 101(a)(1) of the 1954 Code.*® Similarly, if the insurance 
were transferred to the corporation, the proceeds are not includable in the 
gross income of the corporation due to the special provision found in section 
101(a)(2)(B) of the Code. Prior to the enactment of the 1954 Code, it was 
provided that where a life insurance policy was transferred, the proceeds 
of the policy (less the consideration paid for the transfer and the premiums 
actually paid by the transferee) were taxable to the transferee as income.** 
This provision was re-enacted in the 1954 Code.*® However, transfers to a 
corporation in which the insured is a shareholder or officer are exempted 
from the application of the transfer provision.* It is important to note that 
while no part of the proceeds of a life insurance contract which has been 
transferred to a corporation are includable in corporate gross income, if the 
transfer is between stockholders, the general limitations on transfers applies. 

The fact that the proceeds of insurance transferred to a corporation are 
wholly exempt from taxation, while in the case of transfers between share- 
holders, the entire proceeds are not, may be a controlling factor in determin- 
ing whether a buy and sell or a stock redemption plan is advisable. For ex- 
ample, if at the time the agreement is being considered, there are one or more 
presently insured shareholders who are desirous of transferring some of their 
existing life insurance into the plan, the insurance funded redemption plan 
would seem advisable. Further, the redemption plan would offer definite 
advantages in cases where one of the stockholders in a prospective agreement 
proves to be a non-insurable risk, because in that case insurance funding is 
feasible only if existing insurance on that stockholder can be transferred 
into the plan. 

Another instance in which the insurance funded stock redemption plan 
offers definite advantages is in the situation where three or more shareholders 
are to be parties to the agreement, and they are desirous that the plan continue 


46 The forerunner of this section, Int. Rev. Code of 1939, § 22(b) (1), as amended, 
65 Strat. 483 (1951), was held to apply to corporate as well as individual beneficiaries in 
U.S. Supple-Biddle Co., 265 U.S. 189, 44 Sup. Ct. 546 (1924), and the Commissioner 
acquiesced in this determination. See U.S. Treas. Regs. § 1.101-1(a) (1957). 

47Int. Rev. Code of 1939, § 22(b) (2) (A), as amended, 56 Strat. 808 (1942). 

48 Int. Rev. Cope oF 1954, § 101(a) (2). 

49 See Int. Rev. Cope or 1954, § 101(a)(2)(B); U.S. Treas. Regs. § 1.101-1(b) (1) 
(1957). 
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in effect after the death of one of them. If a buy and sell agreement is used 
and there are more than two shareholders, each shareholder will have an 
interest in the insurance policies on the other shareholders’ lives. Upon the 
death of one shareholder, if the buy and sell agreement is to stay in effect, 
the deceased shareholder’s interest in each of the insurance policies on the 
surviving shareholders’ lives must be sold to the remaining shareholders. Be- 
sides the difficulty of arriving at the value of the decedent’s interest in each 
of the policies, section 101(a)(2) of the Code will be applicable once the 
decedent’s interest in the policies is transferred to the surviving shareholders 
for value; and, the proceeds of insurance arising from the death of each of 
the remaining shareholders will be taxable in part as income to the then 
surviving shareholders. Thus, if three or more shareholders are to participate 
in the plan, and they are desirous that the plan continue in force and effect 
after the death of one or more of them, the practical solution is to set up a 
stock redemption agreement and allow the corporation to own the insur- 
ance.°° 


ESTATE TAX LIABILITY 


In considering the effect of the conventional agreement upon the de- 
cedent’s estate tax liability, two problems arise. 

(1) Does the agreement establish the value of the decedent’s stock for 
estate tax purposes? In Helvering v. Salvage,*' the Supreme Court recog- 
nized that a stock option agreement could restrict the market value of stock 
in the hands of the owner, and the court of appeals in Lomb v. Sugden,®* 
following the reasoning in the Salvage case, held that for purposes of estate 
tax evaluation, stock subject to an option must be valued at the option price. 
In Estate of Albert Salt,®* the effect of price fixing by a stock redemption 
agreement was directly in issue, and the Tax Court held that the value of 
the stock for estate tax purposes was the agreed price to be paid for the 
stock and not necessarily its market value. The rule, as set forth in the Salt 
case, is subject to restrictions, however. One is that the shareholder, must 
be obligated to make at least a “first offer” to the optionee if he attempts to 
sell during his lifetime.5* A mere binding option upon the estate to sell after 


50“The problem of a transfer may be encountered also if a corporation is owned 
by three or more stockholders and it is desired to continue a plan after the first death 
has occurred. Probably the most desirable solution is to transfer the insurance on the 
surviving stockholders to the corporation and set up a stock retirement plan.” Wuite, 
Business INSURANCE 409 (1956). 

51297 U.S. 106, 56 Sup. Ct. 375 (1936). 

52 82 F.2d 166 (2d Cir. 1936). See also May v. McGowan, 194 F.2d 396 (2d Cit. 
1952). 

5317 T.C. 92 (1951). 

54 Estate of James H. Matthews, 3 T.C. 525 (1944); Claire Giannini Hoffman, 2 
T.C. 1160 (1943). 
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death is not sufficient to establish the value of stock for estate tax purposes 
because it does not restrict or limit the value of the stock during the share- 
holder’s lifetime.®5 ; 

Employment of a “conventional agreement” should be sufficient to 
establish the value of the stock for estate tax purposes, for as noted previ- 
ously, the “conventional agreement” requires more than a “first offer” dur- 
ing the lifetime of the insured shareholder and an option at death. Such an 
agreement provides that the corporation is to have an option to purchase if 
the shareholder is desirous of selling all or part of his holdings during his 
lifetime and that a binding contract between the corporation and the estate 
should exist whereby the estate is under a duty to sell the stock to the 
corporation following the shareholder’s death. Thus, the value of the stock 
is completely circumscribed by the agreement. 

A second restriction on the ability of an agreement to determine stock 
value for estate tax purposes applies where the parties to the agreement are 
related. In this case the value established by the agreement must fairly repre- 
sent the true market value of the shares at the time the option is executed.*® 
However, if the parties to a “conventional agreement” are related, no prob- 
lem of fairness of evaluation should arise, for as was noted in the discussion 
on unlawful accumulation,’ a properly drafted “conventional agreement” 
should provide for a realistic method of evaluating the decedent’s interest at 
the time of redemption to avoid questions of proper corporate purpose for 
accumulation. This same provision should be sufficient to dispel any pre- 
sumptions that the value of the stock was set collusively for the benefit of 
related stockholders or for estate tax evasion.®8 


55 The reasoning behind this exception is based upon the Int. Rev. Cope or 1954, 
§ 2033, which requires, in substance, that the value of the stock, for estate purposes, be 
determined on the basis of the decedent’s interest therein at the time of his death. Thus, 
if the value of the stock is not restricted or limited during the stockholder’s lifetime 
by an option or “first offer” provision, then the value of his interest in the stock at the 
time of his death is its market value. 

56 See May v. McGowan, supra note 52; Edith M. Bensel, 36 B.T.A. 246 (1937), 
aff'd, 100 F.2d 639 (3d Cir. 1938); Claire Giannini Hoffman, supra note 54 (dictum). 
In all three cases stock options were involved and the Commissioner argued that the 
options represented either a transaction in contemplation of death or a transfer taking 
effect at or after death and that the opion price should not control in determining the 
value of the stock unless the option was given for an adequate and full consideration. 
While not denying the validity of the Commissioner’s argument, in McGowan, the 
court found adequate consideration for the option; and, in Bensel, the transaction was 
held to be at arms length. In the Hoffman case, the court expressed concern over the 
fact that the optionee was the decedent’s brother but held the option not controlling 
because the decedent could have sold out during his lifetime without “first offering” the 
stock to the optionee. 

57 See discussion at p. 140 supra. 

58 The fact that the value of the stock may not be determined until after the 
decedent shareholder’s death should cause no problem in view of the alternative valua- 
tion provision. See Int. Rev. Cope or 1954, § 2032. 
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(2) Will the value of the stock and the proceeds of insurance both be 
includable in the decedent’s gross estate? Some tax authorities have expressed 
the opinion that in any insurance funded cross-purchase agreement there is 
danger that both the value of the stock and the proceeds of insurance will be 
includable in the decedent’s estate for estate tax valuation, thereby imposing 
a double tax upon the estate.5® Their conclusion is supported, at least par- 
tially, by Estate of John T. H. Mitchell,’ where the Board of Tax Appeals 
held the proceeds of the insurance of a buy and sell agreement to be in- 
cludable on the theory that the deceased, by binding his estate to sell his 
shares to the surviving shareholders in return for the insurance proceeds, 
had indirectly paid the premiums on the insurance.* 

The Internal Revenue Code of 1954 abolished the payment of premium 
test, at least temporarily, as a criterion for determining when proceeds of 
life insurance are includable in the estate of the deceased. Section 2042 of 
the 1954 Code provides that the proceeds of a life insurance policy are in- 
cludable in the estate of the deceased insured only (a) if the proceeds are 
payable to the estate, or (b) if the decedent possessed at his death some inci- 
dents of ownership in the insurance. In the “conventional agreement,” the 
proceeds of the policy are payable to the corporation, not to the estate, and 
the corporation retains all incidents of ownership in the policy. Under such 
circumstances, there is clearly little or no danger that the insurance proceeds 
will be includable in the estate of the deceased for estate tax purposes. 

However, if the payment of premium test were subsequently to be re- 
adopted as a criterion for determining when the proceeds of life insurance 
are taxable assets of the estate, there would seem to be little danger that 
both the proceeds and the value of deceased shareholder’s stock would be 
included in his gross estate. In the Mitchell case it was held that the de- 
cedent’s stock was includable in his gross estate only insofar as its value 
exceeded the value of the insurance proceeds, the court reasoning that the 
decedent had relinquished a portion of his estate by binding the estate to 
sell his stock in return for the insurance proceeds. Thus, under the ruling of 
the Mitchell case, if the proceeds of insurance are includable in the gross 
estate, the stock is excluded to the extent that its value does not exceed the 
value of the insurance proceeds. So long as this ruling in Mitchell is followed, 
no problem of double taxation should arise out of insurance funding in the 
“conventional agreement.” 


59 Danzig, Taxes, Insurance and Stockholder-Survivor Agreements, 28 Taxes 213 
(1950). See also 1 PortsHer, Estate PLANNING AND Estate Tax Savine 215 (1948); 
RABKIN AND JOHNSON, FEDERAL INCOME, GIFT AND EsTAaTE TAXATION § 62.05(2) (1956). 

60 37 B.T.A. 1 (1938); accord, Estate of Ray E. Tompkins, 13 T.C. 1054 (1949). 

61 [¢ should be noted that in the Mitchell case the court found that the insured had 
also retained certain incidents of ownership in the policies and held the proceeds to be 
includable in his gross estate on this basis also. 
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INCOME TAX LIABILITY OF THE DECEDENT, HIS ESTATE, 
AND THE BENEFICIARIES UPON REDEMPTION 


In conjunction with the estate tax considerations, some thought should 
be directed towards the effect of a conventional or other type of redemp- 
tion agreement upan the income tax liability of the decedent, his estate, and 
the beneficiaries of his estate. Generally, no income tax liability will be im- 
posed upon the decedent, his estate, or the beneficiaries by reason of a re- 
demption, even though the stock is redeemed by the corporation for a higher 
price than the decedent’s tax base. The difference between the sale price 
and the decedent’s tax base would not be taxable as income to the decedent 
because his taxable year ends on the date of his death,®* and the sale would 
not be consummated until after his death. 

Similarly any gain realized from a redemption would not be taxable as 
income to the estate or to the beneficiaries unless it is “income in respect of 
the decedent,” in which case it would be brought within the purview of 
section 691 of the 1954 Code. In the absence of the application of section 
691,°8 the tax basis of stock in the hands of the estate or the beneficiaries is 
its reasonable market value at the time of the decedent’s death.6* As noted 
previously in the discussion on estate tax liability, when stock is subject to 
a binding redemption agreement at the time of decedent’s death, the market 
value of the stock is determined by the agreement.® Thus, the tax base of 
the stock is set by the redemption agreement, and the estate or its bene- 
ficiaries can realize neither a tax gain nor a loss by selling the stock to the 
corporation pursuant to the terms of the agreement. 

Regarding the applicability of section 691 of the Code, the Commis- 
sioner has settled that problem by stating that any gain realized on redeemed 
stock pursuant to a stock redemption plan does not fall within the purview 
of section 691 because “income in respect of a decedent” as used in section 
691 of the Code has come to mean, generally, income accrued to a cash basis 
taxpayer at the time of his death but not yet paid to him.® Since no sale 


62 Int. Rev. Cope or 1954, § 443(a)(2); U.S. Treas. Regs. § 1.443-1(a) (2) (1957); 
U.S. Treas. Regs. § 1.451-1(b) (1) (1957). See also Lucas v. North Texas Lumber Co., 
281 U.S. 11, 50 Sup. Ct. 184 (1930) (no income is realized until possession or title is 
transferred). It is assumed that the decedent taxpayer was on a cash basis method of 
accounting for purposes of this discussion. However, even if the decedent were on an 
accrual basis, there is a serious question as to whether any right to profit had accrued 
to him under the contract at the time of his death. See discussion at p. 152 infra. Further- 
more, even if a right had accrued, it would be solely by reason of the decedent’s death 
and not includable in his final return. Int. Rev. Cope or 1954, § 451(b). 

63 The usual rule with regard to determining the tax base of inherited property does 
not apply to items which constitute income in respect of a decedent as defined by § 691. 
Int. Rev. Cope or 1954, § 1014(c). 

64 Td. § 2031. 
65 Jd. § 1014(a). 
66 See U.S. Treas. Regs. § 1.691(a)-2(a) (1957). Actually, the items which are 
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is consummated under a redemption plan until after the decedent’s death, no 
income in respect of a decedent has accrued, and any gain realized upon 
redemption is therefore not includable as income to the estate or to the bene- 
ficiaries under the provisions of section 691.87 

Notwithstanding the fact that no taxable gain or loss to the estate is 
realized by the redemption, and even though section 691 of the Code is not 
applicable, there is still one prerequisite which must be met before the estate 
is free from income tax liability upon redemption. This prerequisite is that 
the distribution in redemption must not be “essentially equivalent” to a 
dividend.*® Whether a distribution in redemption will be treated as a dis- 
tribution of dividends and thus chargeable to the estate as income will de- 
pend largely upon whether the redemption satisfies one of the statutory tests 
found in section 302(b) of the 1954 Code. Generally, the fact that the re- 
demption will completely terminate the decedent’s interest in the corpora- 
tion will be sufficient to satisfy the requirements of the statute and to dispose 
of the dividend problem in favor of the estate.® If any beneficiaries of the 
estate are also shareholders in the corporation, however, a problem of con- 
structive ownership arises,”° in which case the mere redemption of all the 
decedent’s stock will not be sufficient to dispose of the dividend problem.” 
In such a case, while the redemption of all the decedent’s stock does not 
terminate the estate’s interest in the corporation because of the constructive 
ownership problem, this does not necessarily mean that all or part of the 


included in the term “income in respect to a decedent” go considerably beyond the 
traditional concepts of accrued income; but because of example (4) in U.S. Treas. 
Regs. § 1.691(a)-2(b) (1957), it would appear that the Commissioner is not disposed to 
attempt to include gain realized on a contract executed by the decedent but remaining 
wholly executory at the time of the decedent’s death. For examples of cases where 
§ 691 of the Code has been applied where no income had in fact accrued at the time of 
decedent’s death, see Helvering v. Estate of Enright, 312 U.S. 636, 61 Sup. Ct. 777 (1941); 
O’Daniel’s Estate v. Commissioner, 173 F.2d 966 (2d Cir. 1949). For a discussion of § 691 
and the meaning of the term “income in respect of a decedent,” see Hock, Income and 
Property of Decedents and Their Estates, 34 Taxes 351 (1956); Kindel, What Is Income 
in Respect of Decedent, 95 Trusts « Estates 332 (1956). 

687U.S. Treas. Regs. § 1.691(a)-2(b), example (4) (1957). Cf. Lucas v. North 
Texas Lumber Co., 218 U.S. 11, 50 Sup. Ct. 184 (1930) (held: no income accrued to 
an accrual basis taxpayer who owned land subject to an executory contract to sell 
until the taxpayer transferred possession or title to the vendee). 

68 Int. Rev. Cope or 1954, § 302, provides in substance that distributions in redemp- 
tion of stock which meet the statutory requirements found in §§ 302(a) and (b) are 
to be treated as distributions in part or full payment in exchange for the stock redeemed, 
while distributions in redemption which do not meet the statutory requirements are to 
be treated as dividends to the extent that the corporation has earnings and profits. 

69 See INT. Rev. Cope or 1954, § 302(b) (3). 

7 Int. Rev. Cope or 1954, § 318(a)(2)(A). “Stock owned, directly or indirectly, 
by or for a partner or a beneficiary of an estate shall be considered as being owned by 
the partnership or estate.” 

71 See Int. Rev. Cope or 1954, § 302(c). See also U.S. Treas. Regs. § 1.302-4 (1955); 
Rev. Rul. 55-515, 1955-2 Cum. Butt. 222. 
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redemption proceeds will be treated as dividends. Under such circumstances, 
however, careful examination of section 302(b) may be necessary to de- 
termine the income tax liability of the estate, if any. Also section 303 of 
the Code should be examined, for if certain statutory requirements are met, 
a redemption of that amount of stock which is equal in value to the com- 
bined total of the funeral expenses and the federal and state death taxes will 
be treated as a distribution in exchange for the stock, even though the re- 
demption otherwise qualifies as a redemption “essentially equivalent” to a 
dividend under section 302. 


EFFECT OF REDEMPTION UPON INCOME TAX LIABILITY OF 
THE SURVIVING SHAREHOLDERS 


Along with the considerations of the estate and income tax liability of 
the decedent upon redemption, it might be well to consider the effects 
which the receipt of the insurance proceeds by the corporation and the 
redemption of the decedent’s stock will have upon the surviving share- 
holder’s tax liability. Unless the redemption price or the proceeds of the 
insurance are treated as a constructive dividend to the surviving share- 
holders,”* the receipt of the insurance proceeds by the corporation and the 
subsequent redemption of the decedent’s stock should not directly affect the 


72 Mr. H. Arthur Steinberg in his article, Funding Stock-Redemption Agreements 
with Life Insurance, 35 Taxes 669 (1957), has expressed the opinion that the redemption 
price or the proceeds of insurance could be treated as a constructive dividend to the 
surviving stockholders. In a number of cases involving close corporations and a total 
redemption of one stockholder’s interest, this has been the Commissioner’s position; 
the results of the cases have been varied, however. See, e.g., Commissioner v. Snite, 177 
F.2d 819 (7th Cir. 1949) (held for taxpayer); Wall v. United States, 164 F.2d 462 (4th 
Cir. 1947) (held for Commissioner); Louis H. Zipp, 28 T.C. 314 (1957) (held for 
Commissioner); Ray Edenfield, 19 T.C. 13 (1952) (held for taxpayer); Frank P. 
Holloway, P-H 1951 T.C. Mem. Dec. 4 51359, 10 CCH Tax Cr. Mem. 1257 (1951), aff’d 
mem., 203 F.2d 566 (6th Cir. 1953) (held for Commissioner); Fred F. Fischer, P-H 
1947 T.C. Mem. Dec. 4 47131, 6 CCH Tax Ct. Mem. 520 (1947) (held for taxpayer). 

Several points should be noted regarding these cases, however. (1) None of the 
cases involved a redemption pursuant to a “conventional” or other type of redemption 
agreement, and (2) in most, if not all, of the cases where the Commissioner’s con- 
tention was sustained, the courts found that the primary purpose and benefit of the 
redemption ran to the stockholders, not to the corporation. In one of the foregoing 
cases, i.e., Wall v. United States, supra, the corporation assumed the remaining stock- 
holder’s obligation to purchase; in another, Frank P. Holloway, supra, the stock was 
offered to the remaining stockholders, not to the corporation, but the corporation made 
the actual purchase and retired the stock. As noted earlier, in the discussion on unlaw- 
ful accumulation, in a “conventional agreement” a primary corporate purpose can be 
established, and therefore no question should arise as to whether the redemption is in 
fact a dividend to the surviving stockholders. The possibility of such a problem, how- 
ever, reinforces the assertion made earlier that the draftsman, in drawing a “conventional 
agreement” or other type of redemption agreement, should use care to assert and 
establish the corporate purpose behind the agreement. For a full discussion of the 
issues involved in this problem, see Mannheimer and Friedman, Stock-Retirement 
Agreements—The Prunier and Sanders Cases, 35 Taxes 567 (1957); Steinberg, op. cit. 
supra. See also Overbeck and Teevan, Buy and Sell Agreements, 43 Iti. B.J. 264 (1955). 
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surviving shareholders. However, indirect adverse tax consequences may be 
incurred. 

As noted earlier,”* under the provisions of section 101(a) of the Internal 
Revenue Code of 1954, insurance proceeds are not includable in corporate 
gross income for tax purposes. The Commissioner has taken the position, 
however, that while insurance proceeds are not taxable to the corporation 
as income under section 101(a), that portion of the proceeds which is in 
excess of the premiums paid will represent earnings and profits available 
for distribution.74 The danger here, of course, is that in a closed corpora- 
tion a subsequent distribution, believed by the surviving shareholders to be 
a return of capital, will be treated for tax purposes as a dividend distribu- 
tion out of earnings and profits and taxable to them as ordinary income.” 
If, however, the parties are aware of the tax treatment to be accorded to the 
proceeds, no onerous tax consequences should unexpectedly result to the sur- 
viving shareholders due to the presence of a part of the insurance proceeds 
hidden in the capital account. Furthermore, because only that portion of 
the proceeds which exceeds the amount of the premiums paid is to be treated 
as earnings and profits, such earnings and profits might not be very sub- 
stantial unless the insurer died shortly after the insurance was obtained. 


CONCLUSION 


While it is true that much of the tax law applicable to insurance funded 
stock redemption agreements is as yet unsettled, on the basis of the more 
recent decisions it would appear that many of the so-called dangers of such 
plans are either nonexistent or can be avoided with reasonable certainty. 
The Prunier decision, for example, has indicated that payment of premiums 
by the corporation will not be treated as a constructive dividend to the 
shareholders if the corporation is the absolute owner of the insurance. 
Similarly, the Emeloid decision would seem to intimate that a proper corpo- 
rate purpose can be established for a redemption agreement. If the reasoning 
in Emeloid is applied to cases involving questions of improper accumulation 
and constructive dividends upon redemption, there should be no adverse tax 
consequences in these areas. It is advisable to remember, however, that the 
tax consequences resulting from any given redemption agreement may de- 
pend largely upon the form adopted, and that a plan similar to the con- 
ventional agreement outlined earlier, will be necessary if the probability of 
inquiry about constructive dividends and proper corporate purpose are to 
be minimized. 

It is not suggested, and it should not be assumed, that insurance funded 
redemption agreements are devoid of all unfavorable tax consequences; nor 


78 See discussion at p. 146 supra. 
7 Rev. Rul. 230, 1954-1 Cum. Butt. 114. 
7 See Int. Rev. Cope or 1954, § 301. 
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is it suggested that proper drafting can eliminate all of the problems. The 
fact that the insurance premiums cannot be deducted as a trade or business 
expense, and the further fact that part of the insurance proceeds may be 
treated as earnings and profits point up some of the unfavorable aspects 
which cannot be eliminated. It is suggested, however, that if a redemption 
agreement is properly drafted and entered into for bona fide business reasons, 
no onerous tax consequences in the nature of penalties and constructive 
dividends will be incurred, and that the economic and corporate benefits 
which should be realized from such an agreement will, by far, offset the 
normal tax liabilities which will result. 


LEONELLE H. Garss 

















Recent Decisions 


CONFLICT OF LAWS—Full Faith and Credit Awarded Foreign Decree 
for Future Alimony and Support Payments. (Illinois) 


Plaintiff brought a proceeding under the Uniform Enforcement of 
Foreign Judgments Act! to register a Missouri divorce decree in Illinois. 
Included in the decree was a provision granting the wife monthly payments 
for alimony and support. The lower court ordered the decree registered 
as to past due installments with interest thereon, and taxed the defendant 
for court costs and plaintiff's attorney fees. Defendant appealed from the 
order permitting registration, and the plaintiff cross-appealed, seeking to 
have the registration order extended to include future monthly payments 
for alimony and support. On appeal, held: Reversed with instructions to 
amend the order. Those portions of the Missouri decree awarding future 
alimony and support payments are entitled to be registered since they are 
within the scope of full faith and credit under the Constitution of the United 
States? Plaintiff’s attorney fees must be borne by the registrant, since there 
is no authority under the Uniform Act for payment by the other party. 
Light v. Light, 12 Ill. 2d 502, 147 N.E.2d 34 (1957). 

The extent of full faith and credit required to be given foreign decrees * 
ordering future alimony and support payments has not been clear. In Barber 
v. Barber,* the Supreme Court of the United States granted recovery in a 
suit arising in Wisconsin for past due installments under an alimony decree 
rendered in New York, stating that an alimony decree was no different than 
a debt of record, and, therefore, entitled to full faith and credit. Under this 
decision, it became the practice for state courts to allow recovery in an 
action based solely on a foreign alimony decree, without requiring that it 
first be reduced to a final judgment in the rendering state.5 Then, in Lynde 
v. Lynde,® the Court held that a decree was entitled to full faith and credit 
to the extent of past due installments, but not to future payments subject 
to modification by the rendering court. The language of the Court was im- 
mediately construed to mean that even installments which had already be- 
come due and payable were not entitled to full faith and credit if the decree 


1qii. Rev. Strat. c. 77, §§ 88-105 (1957). 

2U.S. Const. art. IV, § 1: “Full Faith and Credit shall be given in each State to 
the public Acts, Records, and judicial Proceedings of every other State.” 

3For a general discussion, see Reese, Full Faith and Credit to Foreign Equity 
Decrees, 42 Iowa L. Rev. 183 (1957). 

462 U.S. (21 How.) 582 (1858). 

5 F.g., Dow v. Blake, 148 Ill. 76, 35 N.E. 761 (1893); Trowbridge v. Spinning, 23 
Wash. 48, 62 Pac. 125 (1900). 

6 181 U.S. 183, 21 Sup. Ct. 555 (1901). In the course of an extremely brief opinion, 
the Court said: “The provision of the payment for alimony in the future was subject 
to the discretion of the Court of Chancery of New Jersey, which might at any time 
alter it, and was not a final judgment for a fixed sum.” Jd. at 187, 21 Sup. Ct. at 556-57. 
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was subject to modification.” As a result, it became necessary to reduce the 
past due installments to judgment in the rendering state before an action 
could. be brought in the enforcing forum.’ 

In Sistare v. Sistare,® the Court resolved the apparent conflict of the 
Barber and Lynde decisions by holding that the right to installments under a 
divorce decree vested as the installment came due, entitling that much of the 
decree to full faith and credit, provided that, if the rendering court retained 
the power to modify retroactively any of the installments already due, full 
faith and credit was not required. Thus, if the overdue installments were 
not subject to modification, suit could be brought on the alimony decree 
itself, as had been the case before Lynde v. Lynde was decided. 

The application of this rule to future installments under an alimony de- 
cree would indicate that full faith and credit would not be required, since 
in the usual case, the decree is at least prospectively modifiable.!° As a re- 
sult, recovery is obtainable only by an action at Jaw in the enforcing state 
upon each installment as it becomes due.!! In addition to the obvious in- 
convenience in this pattern of repeated litigation, enforcement through the 
equitable remedies of the enforcing state 1* is unattainable under the rule as 
stated. 

In a number of jurisdictions there is a trend to grant equitable enforce- 
ment of foreign alimony decrees because of the nature of the policy con- 
siderations involved.'* Spearheaded by the California courts, the view has 


TIsrael v. Israel, 148 Fed. 576 (3d Cir. 1906). 

8In general, see Jacobs, The Enforcement of Foreign Decrees for Alimony, 6 Law 
& CoNTEMP. Pros. 250 (1939), and cases cited therein. 

9218 U.S. 1, 30 Sup. Cr. 682 (1910). 

10 Tr is common for the court to retain the discretion to alter the amounts set out 
in the alimony or support order, in the event of hardship or other similar influencing 
factors. The Illinois Divorce Act provides, in part: “The court may, upon application, 
from time to time, make such alterations in the allowance of alimony and maintenance, 
and the care, custody and support of the children, as shail appear reasonable and proper.” 
Int. Rev. Stat. c. 40, § 19 (1957). 

11 Lawrence v. Lawrence, 196 Ga. 204, 26 S.E.2d 283 (1943); RESTATEMENT, Con- 
FLicts § 435, comment a (1934). 

12 Means available in Illinois include contempt proceedings, sequestration and 
attachment, injunctions, and security lien requirements. WetnseERG, ILLINoIs Divorce, 
SEPARATE MAINTENANCE AND ANNULMENT, c. 17 (1954). See also Jacobs, supra note 8; 
cases cited note 13 infra. 

18In Fanchier v. Gammill, 148 Miss. 723, 737, 114 So. 813, 814 (1927), the court 
said: “It is our view that, on account of the character of a judgment for alimony, which 
rests, to some extent, upon public policy, in requiring a husband to support his wife 
and children, due to the sacred human relationship, and that they may not become public 
charges and derelicts, the decree for alimony, with the extraordinary power of en- 
forcement by attachment and contempt proceedings, should be established and enforced 
by our equity court, ... because to hold that a foreign judgment for alimony can be 
enforced in this state only by execution, the same as judgments at law . . . would be to 
disregard the ‘full faith and credit’ clause of the Federal law.” See also German v. 
German, 122 Conn. 155, 188 Atl. 429 (1936); Sackler v. Sackler, 47 So. 2d 292 (Fla. 
1950); Glanton v. Renner, 285 Ky. 808, 149 S.W.2d 748 (1941); Shibley v. Shibley, 181 
Wash. 166, 42 P.2d 446 (1935). 
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also emerged that enforcement could be bestowed through principles of 
comity between the states.'4 

Illinois first concurred in the philosophy of those state courts in the case 
of Rule v. Rule,> on the ground that such a result would “best conform to 
principles of equity.” 1° The concurrence was conditional to the extent that, 
if the original decree should be subsequently modified, the Illinois decree 
would be altered accordingly.!7 In addition to being accepted with apparent 
approval by other authorities,!® the Rule decision seemed to indicate that a 
friendly reception awaited any foreign alimony decree henceforth taken into 
an Illinois court. However, the effect of the Rule pronouncement was se- 
verely limited by two subsequent Illinois cases. In Clubb v. Clubb,® the 
Illinois Supreme Court denied equitable enforcement of an English decree— 
the Rule case being cited without approval. Two years later, in Tailby v. 
Tailby,”° an Illinois Appellate Court, relying upon the Clubb decision, denied 
general equitable enforcement of a once-modified New York decree. To 
further confuse the situation, the same problem was later considered in 
another appellate district,?4 and the doctrine of the Rule case reaffirmed. 

With the state of the law in sharp conflict, the instant case clearly pre- 
sented the issues to the Illinois Supreme Court for the first time. In granting 
full faith and credit to the Missouri decree in its entirety, the court depended 
in part upon the concurring opinion of Justice Jackson in Barber v. Barber,?? 
and supporting articles.** Citing authorities to the effect that finality is not 
necessarily a prerequisite to full faith and credit, the court agreed with 
Justice Jackson’s contention that the constitutional phrase “judicial proceed- 
ing” *4 connotes no mandatory requirement of finality. 

It remains to be seen what effect the instant decision will have in deter- 
mining future requests for modification of the original alimony decree, since 
it is possible for either Missouri or Illinois subsequently to amend its pro- 
visions. Where either court has jurisdiction, it seems clear that either should 


14. Worthley v. Worthley, 44 Cal. 2d 465, 283 P.2d 19 (1955); Cummings v. Cum- 
mings, 97 Cal. App. 144, 275 Pac. 245 (1929). 


15 313 Ill. App. 108, 39 N.E.2d 379 (2d Dist. 1942). 
16 Jd. at 110, 39 N.E.2d at 380. 
17 Rule v. Rule, supra note 15. 


18 See, e.g., RESTATEMENT, Conrticts § 464, comment d (1948 Supp.), where the 
Rule case is cited as representative of the trend to grant enforcement by equitable means. 


19 402 Ill. 390, 84 N.E.2d 366 (1949). 

20 342 Ill. App. 664, 97 N.E.2d 611 (3d Dist. 1951). 

21 Roberts v. Roberts, 11 Ill. App. 2d 86, 136 N.E.2d 590 (1st Dist. 1956). 
22 323 U.S. 77, 86, 65 Sup. Ct. 137, 141 (1944). 


23 Reese, Full Faith and Credit to Foreign Equity Decrees, 42 Iowa L. Rev. 183 
(1957); Scoles, Enforcement of Foreign “Non-Final” Alimony and Support Orders, 
53 Cotum. L. Rev. 817 (1953). 
24U.S. Const. art IV, § 1. 
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have the power to make any changes deemed necessary because of altered 
circumstances between the parties.”5 

The court also considered the function of the Enforcement Act in pro- 
tecting a creditor under a decree or judgment of a foreign state.2® Recog- 
nizing the rights acquired by the plaintiff against the defendant’s assets as a 
result of registration under the act,?* the court gave full effect to the intent 
of the Uniform Commissioners and the Illinois legislature to facilitate re- 
covery upon rights granted by another jurisdiction. 

The doctrines formulated in the instant case should stand as convenient 
guideposts for other jurisdictions. Enforced in the fullest context, the prin- 
ciples enunciated by the Illinois court offer a substantial cure for the attitude 
of disrespect and avoidance commonly accorded foreign decrees for alimony 
and support. 

ALLAN J. RENICHE 


DISCOVERY—Pre-trial Interrogatories on Automobile Liability Insurance 
Allowed. (Illinois) 


The respondent, a judge of the Circuit Court of Cook County, ordered 
petitioner, the defendant in a personal injury action pending in respondent’s 
court, to answer discovery interrogatories respecting the existence and 
amount of petitioner’s liability insurance. Petitioner brought an original 
petition for mandamus in the Illinois Supreme Court to expunge these orders 
from the record on the ground that the interrogatories sought information 
which is not discoverable under the relevant provisions of the Civil Practice 
Act! and Supreme Court Rules.? Held: Petition denied. The extent of 


25 Cf. New York ex rel. Halvey v. Halvey, 330 U.S. 610, 67 Sup. Ct. 903 (1947). 


26 Concurrently facing the court was the question whether the decree could be 
registered at all under the Uniform Enforcement Act. The principal arguments of the 
defendant were based upon the alleged running of the statutes of limitations of Missouri 
and Illinois. The court met these by pointing out that the registration was properly 
limited to only those payments not barred by the Illinois statute. See Int. Rev. Srar. 
c. 83, § 16 (1957). Furthermore, the period allowed under the Missouri statute had 
not elapsed at the time the decree was filed for registration. See Mo. Rev. Srat. 
§ 516.350 (1949), which creates a conclusive presumption of payment ten years after 
judgment is entered, unless personally revived within that time, or unless the record 
indicates payments have been made within that period. For an enlightening and more 
complete exposition of the defendant’s view of the case, see Light, The Uniform En- 
forcement of Foreign Judgments Act, 37 Cut. B. Rec. 247 (1956). 

27 The act authorizes an immediate execution against the defendant’s property 
upon filing for registration, although sale under the levy must wait until final judgment 
is entered. Inx. Rev. Stat. c. 77, §§ 93, 100 (1957). See also Commissioners’ Note, 9A 
ULL.A. 287; Leflar, The New Uniform Judgments Act, 24 N.Y.U.L.Q. Rev. 336 (1949). 


1Tti, Rev. Strat. c. 110, § 58 (1957). 


2 Titi. Sup. Cr. Rute 19-11(4): “Scope and Use. Interrogatories may relate to any 
matters which might be inquired into by desposition. .. .” Int. Sup. Cr. Rute 19-4(1): 
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petitioner’s liability insurance was sufficiently “relate[d] to the merits of the 
matter in litigation” * to be a proper subject for discovery interrogatories. 
The information sought will apprise the injured plaintiff in an automobile 
negligence case of rights which have been recognized by the Illinois Legis- 
lature * and which might otherwise remain unknown to him. Knowledge 
of the defendant’s insurance coverage is essential if a plaintiff is to obtain 
a realistic evaluation of his case in preparation for trial and in negotiating a 
settlement. People ex rel. Terry v. Fisher, 12 Ill. 2d 231, 145 N.E.2d 588 
(1957). 

The question presented by the instant case is one of first impression in 
Illinois. A review of the few reported cases ® in which the question has been 
raised reveals a split of authority. It is submitted that the view unanimously 
adopted by the Supreme Court of Illinois, while it may extend discovery 
procedure beyond its intended scope, is in keeping with the modern judicial 
policy of prompt, economical, and just settlement of civil suits and with the 
general legislative policy of adequate compensation for the automobile 
accident victim. 

Before discovery proceedings were available, parties to a civil action 
had only the pleadings as a pre-trial source of information about the op- 
ponent’s case. Modern discovery statutes, among which the Federal Rules 
represents the trend,® were enacted in response to the need for a more ade- 
quate source of pre-trial information.? Some of these statutes were at first 
strictly construed so that a prospective litigant could obtain no information 
through discovery depositions or interrogatories except that which would 
be admissible at the forthcoming trial.* It was felt that this interpretation 
was unduly restrictive, and when the Federal Rules were amended in 1946 
the scope of permissible inquiry was extended by the addition of the last 


“Discovery Deposition. Upon a discovery deposition, the deponent may be examined 
regarding any matter not privileged, relating to the merits of the matter in litigation, 
whether it relates to the claim or defense of the examining party or of any other party, 
including the existence, description, nature, custody, condition and location of any 
documents or tangible things and the identity and location of persons having knowledge 
of relevant facts. The deponent may be questioned by any party, and if hostile, may 
be questioned as if under cross-examination.” 

3 Ibid. 

4ILi. Rev. Strat. c. 73, § 388 (1957); id. c. 95%, § 58K (1955). 

5TIt has been noted that the reason so few cases have reached appellate courts is 
that in most jurisdictions the only means of obtaining a review of such preliminary 
questions is for the objecting party to refuse to answer the question and appeal from a 
conviction for contempt. See Jeppesen v. Swanson, 243 Minn. 547, 559, 68 N.W.2d 649, 
656 (1955). In Illinois an original petition for mandamus is available before final judg- 
ment to question the rulings of the trial judge in discovery matters. 

6 Fep. R. Civ. P. 34 and 26(b). 

7™See Sunderland, Scope and Method of Discovery Before Trial, 42 Yate L.J. 863 
(1933). 

8See Note, The Need for Revision of the Discovery Procedure in Illinois, 1949 
U. Itt. L. Forum 335. 
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sentence to the present Rule 26(b): “It is not ground for objection that the 
testimony will be inadmissible at trial if the testimony sought appears reason- 
ably calculated to lead to the discovery of admissible evidence.” ® Although 
there is nothing to indicate that the framers of this amendment had liability 
insurance specifically in mind, it is clear that they intended to limit the in- 
formation which could be acquired to that having at least some connection 
with admissible evidence.!® It is well established that the existence or the 
amount of liability insurance is not admissible evidence in a personal injury 
action.!! Nor can it ordinarily be said to lead to the discovery of admissible 
evidence.!? Therefore, it would seem that a fair interpretation of one of the 
most liberal modern discovery statutes, after which the Illinois discovery 
practice has been modeled,!* would not encompass the amount of the de- 
fendant’s liability insurance.1* 

There are, however, two substantial grounds which can be found to 
support the view adopted in the instant case. First, the avowed purposes of 
modern procedural reforms are furthered by the allowance of discovery in 
these cases. Certainly the most important of these purposes is that civil cases 
be disposed of promptly and inexpensively.1> With this purpose in mind 
modern statutes have been designed in part to facilitate settlement and 
thereby avoid time consuming litigation.1* There is no doubt that a personal 
injury plaintiff would be more willing to discuss settlement after he knows 
the extent of the defendant’s insurance.'7 Another goal of modern pro- 


®Fep. R. Civ. P. 26(b). (Emphasis added.) 

10See Advisory Committee on Rules of Civil Procedure, Report of Proposed 
Amendments, § F.R.D. 433, 454 (1946). In discussing the addition of the last sentence 
of Rule 26(b) the Committee noted: “The amendments... make clear the broad scope 
of examination and that it may cover not only evidence for use at trial but also inquiry 
into matters in themselves inadmissible as evidence but which lead to the discovery of 
such evidence. .. . Of course, matters entirely without bearing either as direct evidence 
or as leads to evidence are not within the scope of inquiry. . . .” 

11 McCarthy v. Spring Vally Coal Co., 232 Ill. 473, 83 N.E. 957 (1908); Ruwish v. 
Knachel, 233 Ill. App. 526 (4th Dist. 1924); Brassman v. Drake Standard Machine Works, 
177 Ill. App. 323 (1st Dist. 1913). 

12 But see Layton v. Cregen Mallory Co., 263 Mich. 30, 248 N.W. 539 (1933). Here 
ownership of the car was an issue in the case; therefore, the insurance policy was ad- 
missible to show ownership, and plaintiff was allowed discovery of the policy. 

18 Note that Itt. Sup. Cr. Rute 19-11(4) is verbatum from Fep. R. Civ. P. 26(b) 
except for the final sentence of the Federal Rule, which was considered by the Joint 
Committee at the time of the adoption of Rule 19-4 and rejected because under federal 
practice it had proved burdensome. Joint Committee Comments, Ill. Ann. Stat., c. 110, 
§ 101.19-4 (Smith-Hurd 1956). 

14 McNelley v. Perry, 18 F.R.D. 360 (E.D. Tenn. 1955); McClure v. Boeger, 105 F. 
Supp. 612 (E.D. Pa. 1952). 

15 See Fep. R. Civ. P. 1. “These rules . . .. shall be construed to secure the just, 
speedy, and inexpensive determination of every action.” 

16 See Sunderland supra note 7. 


17 See dissent in Jeppesen v. Swanson, 243 Minn. 547, 68 N.W.2d 649 (1955); Note, 
Discovery of Insurance, 5 Stan. L. Rev. 322 (1953). 
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cedural reform is that a party to litigation know the identity of his real 
opponent.'§ Today it is common knowledge that the real defendant in an 
automobile negligence case is the insurance company.!® Discovery of the 
insurance policy, therefore, can be sustained as a means of informing the 
plaintiff of the interest of his real opponent.?° 

The second ground upon which this view may be sustained is that the 
allowance of discovery in this situation is an additional means of protecting 
the rights of the automobile accident victim. The growing public concern 
over the social problem of the uncompensated automobile accident victim 
is reflected in every state by legislation designed to supplement the remedies 
of the law of torts in the field of automobile negligence.*! This legislation 
recognizes that automobile liability insurance is no longer just another 
private contract but rather a matter of public concern.?? Thus, some courts 
have sustained pre-trial discovery of liability insurance on the ground that 
such legislation renders the insurance policy “relevant to the subject mat- 
ter” *3 of an automobile negligence case. A California court has recently 
gone further and said that these statutes actually create a contractual obliga- 
tion on the part of the insurer to injured third parties.?* 

To bring insurance within the scope of the Illinois Discovery Rule, the 
court in the instant case construed insurance as “relating to the merits of the 
matter in litigation.” 2° In bringing insurance within this language it would 
seem that the court applied the canon of construction that statutes in pari 
materia are to be construed together. Under this canon, a court in determin- 
ing the meaning of the language of one statute will look to other statutes 
dealing with the same or closely related problems.” Justice Bristow in his 
opinion cited the provision of the Illinois Insurance Code *7 requiring that 
liability policies include a clause giving the injured person a right of action 
against the insurance company in the event that an execution against the 


18 § WicmorE, EvipENCcE § 2313 (3d ed. 1940); Clark and Hutchins, The Real Party 
in Interest, 34 Yate L.J. 259 (1925). 

19Tn recognition of this fact several states permit joinder of the insurance company 
as party defendant. See Note, 20 Cornett L.Q. 110 (1934). 

20 Maddox v. Grauman, 265 S.W.2d 939 (Ky. Cr. App. 1954). See also dissent in 
Jeppesen v. Swanson, supra note 17. 

21 See Note, Motor Vehicle Financial and Safety Responsibility Legislation, 33 lowa 
L. Rev. 522 (1948). 

22 See Scott v. Freeport Motor Cas. Co., 392 Ill. 332, 346, 64 N.E.2d 542, 549 (1946). 

23 Brackett v. Woodall Food Products Inc., 12 F.R.D. 4, 5 (E.D. Tenn. 1951). See 
also Orgel v. McCurdy, 8 F.R.D. 585 (S.D.N.Y. 1948); Demaree v. Superior Court, 10 
Cal. 2d 99, 73 P.2d 605 (1937); Maddox v. Grauman, supra note 20. 


24 Superior Ins. Co. v. Superior Court, 37 Cal. 2d 749, 235 P.2d 833 (1951). In 
compelling the defendant to disclose his liability insurance in perpetuation of testimony 
proceedings, the court in effect allowed discovery of the insurance. 


25 Itt. Sup. Cr. RuLE 19-4(1). 
26 See People ex rel. Fyfe v. Barnett, 319 Ill. 403, 150 N.E. 290 (1926). 
27 Iti, Rev. Stat. c. 73, § 388 (1957). 
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insured is returned unsatisfied. The court also referred to certain provisions 
of the Motor Vehicle Act setting minimum standards for automobile liability 
policies.2® From the language of these statutes the court finds a legislative 
recognition that an injured party has a discoverable interest in the liability 
insurance of his tortfeasor. Thus, although a number of recent cases in other 
jurisdictions have held that insurance is not discoverable on various pro- 
cedural grounds,” the Illinois Supreme Court looked beyond the mere pro- 
cedural aspects of the problem and held that the legislative policy implicit 
in the cited statutes renders insurance “relate[d] to the merits” °° of an 
automobile negligence case. 


Joun F. McNetr 


FUTURE INTERESTS—Contingent Remainders to Class Held Not De- 
scendible. (Illinois) 


Testator died in 1921 seized of certain real property which he devised to 
his widow for life, remainder to his son James for life if James should survive 
the testator’s widow. The will further provided that if James were to die 
after the death of the testator’s widow leaving children or their descendants 
surviving him, the property would descend to such children or their de- 
scendants. However, if James were to die after the death of the testator’s 
widow leaving no children or their descendants surviving him, the testator 
declared that the property was to vest in fee simple in James’ “brothers and 
sister .. . and in case any of his . . . brothers or sister shall be dead at that 
time, leaving descendants, then the share of such deceased brother or sister 
shall go to and vest in the descendants . . . per stirpes.” 

Testator was survived by his widow, three sons, and one daughter. 
Plaintiff was adopted by one of the testator’s sons following the death of 
the testator. Her adoptive father died intestate in 1929. James, who survived 
the testator’s widow, died in 1956 without having had issue. Plaintiff there- 


°8 Id., c. 95%, § 58K (1955). The repeal of this statute by the Illinois legislature 
in the 1957 session does not affect the strength of the decision in the instant case. The 
new Motor Vehicle Act, enacted at the same session, contains a “Financial Responsibility 
Law,” which is even stricter in its requirements for automobile liability policies. Id., 
c. 954%, §§ 7-101 to 502 (1957). 

29 McNelley v. Perry, 18 F.R.D. 360 (E.D. Tenn. 1955) (insurance would be rele- 
vant to the subject matter only if insured were insolvent); McClure v. Boeger, 105 F. 
Supp. 612 (E.D. Pa. 1952) (allowing discovery of liability insurance is no different 
than compelling the defendant to disclose full information as to his financial status); 
Jeppesen v. Swanson, 243 Minn. 547, 68 N.W.2d 649 (1955), and State ex rel. Allen v. 
Second District Court, 69 Nev. 196, 245 P.2d 999 (1952) (injured party has a discoverable 
interest in the insurance only after a judgment has been obtained against the insured) ; 
Goheen v. Goheen, 9 N.J. Misc. 507, 154 Atl. 393 (1933), and Bean v. Best, 80 N.W.2d 
565 (S.D. 1957) (insurance is not discoverable because inadmissible at trial). 


30 Titi. Sup. Cr. Rue 19-4(1). 
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after commenced proceedings alleging that by virtue of her adoption she 
took an undivided one-third interest in the testator’s property under the 
provisions of his will as a “descendant” of her adoptive father. In the 
alternative, the plaintiff asserted that the remainder interest of her adoptive 
father passed upon his death intestate to her as his sole heir. Defendants, the 
surviving brother of James and the natural child of James’ deceased sister, 
denied each allegation. Judgment in the trial court was for the defendants. 
On appeal, eld: Affirmed. At the time of the execution and probate of the 
testator’s will, the adoption statute! provided that the status of an adopted 
child was distinct from that of a “descendant.” Therefore, plaintiff can 
claim no interest under the will as a “descendant” of her adoptive father.” 
The gift over to the brothers and sister of the life tenant (James) was an 
alternative contingent remainder to a class. Since plaintiff’s adoptive father 
died before the vesting of the remainder, he had no interest in the property 
which could be transferred upon his death to the plaintiff. Stewart v. 
Lafferty, 12 Ill. 2d 224, 145 N.E.2d 640 (1957). 

It is a well recognized principle that a contingent remainder may be 
transmitted to the heirs of the contingent remainderman unless the survivor- 
ship of some event by the remainderman constitutes a condition precedent 
to the vesting of the interest. Thus, whenever a contingent remainder has 


1“A child so adopted shall be deemed, for the purpose of inheritance by such 
child, . . . and other legal consequences and incidents of the natural relation of parents 
and children, the child of the parents by adoption, the same as if he had been born to 
them in lawful wedlock ....” (Emphasis added.) Inv. Rev. Srat. c. 4, § 5 (1921). See 
note 2 infra. 

2 This issue is not discussed in this paper. Perhaps one of the leading Illinois cases 
distinguishing between the terms “descendant” and “children” is Hale v. Hale, 237 Ill. 
Ill. App. 410 (1st Dist. 1925). See also In re Hewitt’s Estate, 153 Fla. 137, 13 So. 2d 404 
(1943); In re Cady’s Estate, 257 App. Div. 129, 12 N.Y.S.2d 750 (3d Dep’t 1939); Bright, 
The Adopted Child as the Beneficiary of a Will, 42 Inv. B.J. 44 (1953). 

At times, special circumstances exist where there is a clear intention of the testator 
to enlarge the meaning of the word “descendants” to include adopted children. See, 
e.g., Matter of Watter, 270 N.Y. 201, 200 N.E. 786 (1936); In re Fedder’s Will, 187 Misc. 
207, 61 N.Y.S.2d 340 (Surr. Ct. 1946). If the testator knew of the adoption when the 
will was prepared, the adopted child will usually be included. Cf. Munie v. Gruenewald, 
289 Ill. 468, 124 N.E. 605 (1919); Casner, Class Gifts—Definitional Aspects, 41 Cotum. 
L. Rev. 1 (1941). 

By recent amendment, the Illinois statute now provides that an adopted child shall 
be deemed the descendant of the adopting parent. Itt. Rev. Srat. c. 3, § 165 (1957). 

3See Farmer v. Reed, 335 Ill. 156, 166 N.E. 498 (1929); Drury v. Drury, 271 Ill. 
336, 111 N.E. 140 (1916); Jones v. Holland, 223 S.C. 500, 77 S.E.2d 202 (1953); Carey 
AND SCHUYLER, ILLINOIS LAW or Future INTERESTS § 76 (1941); FEARNE, CONTINGENT 
REMAINDERS AND Executory Devises 363 (4th Am. ed. 1845); Kates, Future INTERESTS 
IN ItutNots § 324 (2d ed. 1920); 3 Stmes, Future Interests § 723 (1936); Jones, Vested 
and Contingent Remainders, 8 Mp. L. Rev. 1 (1943); cf. Blackstone v. Althouse, 278 IIl. 
481, 116 N.E. 154 (1917) (executory devise). 

Defendants contended that the issues of survivorship and descendibility of class 
gifts were not germane to the instant case. In discussing these issues, counsel for the 
defendant stated that “we believe these are beside the point of the case. To attempt to 
blaze a trial through these forests does not help to discover the solution to the case.” 
Brief for Appellees, p. 20. 
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been devised to an individual, the Illinois courts have not demanded, in the 
absence of a requirement of survivorship disclosed by the will, that the in- 
dividual survive the happening of the contingency in order to obtain a 
transmissible interest in the property. For the most part, the exception to 
the rule of transmissibility has been employed by the Illinois courts in cases 
involving contingent class gifts.5 The decisions in this state indicate that 
where there is a contingent remainder over to a class, only those members 
of the class who survive shall take even though the remainder is not ex- 
pressly contingent upon survivorship.® It was on this basis that the court 
in the instant case held that the contingent remainder to the brothers and 
sister as a class7 was subject to the implied condition that only those who 
survived the death of the life tenant were permitted to take. Thus, since 
the plaintiff's adoptive father did not survive the contingency upon which 
the property was to vest, the court concluded that he had no interest in the 
gift over. 

The Illinois courts first announced in Drury v. Drury ® that where “a 
gift to a class is postponed pending the termination of a life estate, those 
members of the class, and those only, take who are in existence at the death 


42 SIMEs, op. cit. supra note 3 § 362. 

5 E.g., Farmer v. Reed, supra note 3; Drury v. Drury, supra note 3; cf. Blackstone 
v. Althouse, supra note 3; Michail v. Minchin, 90 N.J.L. 603, 101 Atl. 283 (1917). But 
cf., Thomas v. Thomas, 247 Ill. 543, 93 N.E. 344 (1910); Carter v. Carter, 234 Ill. 507, 
85 N.E. 292 (1908); Knight v. Pottgieser, 176 Ill. 368, 52 N.E. 934 (1898) (no condition 
precedent of survivorship in vested remainders to class). 

In Lynn v. Worthington, 266 Ill. 414, 416, 107 N.E. 729, 730 (1915), the court 
stated that “where a life estate is devised with a [vested] remainder to . . . a class, in 
the absence of a clear intention to the contrary, it vests in those members of the class 
in being at the testator’s death. . . .” 

6 See, e.g., Farmer v. Reed, supra note 3; Drury v. Drury, supra note 3. But see, 2 
Jarman, Wits 1329 (8th ed. 1951). 

7Some doubt appears as to whether the testator intended the gift over to be a class 
gift. The mere fact that a number of persons is described by a group designation does 
not per se make the gift a class gift. See Blackstone v. Althouse, supra note 3. As sup- 
port for its conclusion, the court also relied upon the fact that the group was subject 
to increase. However, there is some question as to whether the testator intended the 
group to increase by adoption or by the remarriage of the widow. The use of the 
singular form “sister” in conjunction with the plural form “brothers” is an indication 
that the testator thought of the group as individuals. 

In People v. Byrd, 253 Ill. 223, 97 N.E. 293 (1912), the court stated that children 
of the testator were not subject to increase after his death. However, the mere fact 
that the class is not subject to increase does not preclude the gift from being a class 
gift. See Kales, op. cit. supra note 3 § 555. 

It is submitted that there were factors present in the will which tend to show that 
the testator thought of the beneficiaries as individuals. See Strohm v. McMullen, 404 
Ill. 453, 89 N.E.2d 383 (1950); Palmer v. Jones, 299 Ill. 263, 132 N.E. 567 (1921); Black- 
stone v. Althouse, supra note 3; Casner, Class Gifts, 60 Harv. L. Rev. 751 (1947). 

8271 Ill. 336, 111 N.E. 140 (1916). This case was not cited by the Supreme Court 
in the instant case, but was relied upon by the circuit court. See Brief for Appellees, 
pp. 29, 30. 
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of the life tenant.” ® The court there held that since the gift to the con- 
tingent remaindermen was a class gift, not in terms immediate, “the interest 
of ... [the contingent remaindermen] .. . was not only subject to the con- 
tingency of the life tenant dying without issue, but also the contingency of 
being a member of the class when ascertained.” 1° In the Drury case, as in 
the instant case, the only contingency expressed was that the vesting of the 
estate in the contingent remaindermen was conditioned upon the death of 
the life tenant without surviving issue. There was no expression in either 
case that only those class members who survived the life tenant were to take. 
Instead, the courts implied this condition precedent from the fact that the 
gift over was contingent. It is submitted that while such a construction 
might be warranted in some cases, there should be no fixed rule that all con- 
tingent class gifts are subject to the condition precedent of survivorship. 
The same rule of construction employed by the Illinois courts in contingent 
gifts to an individual 1! and vested gifts to a class !2 should be followed in 
cases involving contingent remainders to a class.!3 Thus, in construing the 
will, the court should seek to ascertain whether the testator intended to 
create a condition precedent of survivorship. 

In the instant case, the testator did not express the condition that only 
those who survive the life tenant should take. Instead, the remainder interest 
was to vest in the brothers and sister upon the death of the life tenant with- 
out surviving issue. However, if any of the brothers or the sister were dead 
at that time, leaving decendants, his share was to be divested and was to go 
to his descendants per stirpes. As to those brothers and the sister who might 
die before the life tenant but without descendants, the testator made no 
provisions. Hence, the interest of such a person would presumably be not 
divested by his death." 

In addition to these factors, the court made no pretense of searching for 
the testator’s intent. Instead, the court stated that “the gift . . . was an 
alternative contingent remainder to a class. This being so, and plaintiff’s 
adoptive father having died about twenty-seven years prior to the con- 
tingency, . . . plaintiff can take nothing as the heir of her adoptive father.” 15 
Without once discussing the issue of whether a condition precedent of sur- 
vivorship was implied, the court concluded that the interest of the contingent 
remaindermen was subject to that condition precedent. Thus, by its silence 


® Drury v. Drury, supra note 8, at 341, 111 N.E. at 142. 

10 Tbid. 

112 SIMEs, op. cit. supra note 3 § 362. 

12 See, e.g., Knight v. Pottgieser, 176 Ill. 368, 52 N.E. 934 (1898). 

18 See CAREY AND SCHUYLER, Op. cit supra note 3 § 233; Kates, op. cit. supra note 
3 § 352; 2 SIMEs, op. cit. supra note 3 § 362. 

14 Burkholder v. Burkholder, 412 Ill. 535, 107 N.E.2d 729 (1952). 

15 12 Ill. 2d at 230, 145 N.E.2d at 644. 
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on this issue, the court indicated that the rule in Drury’s case remains ap- 
plicable in its full vigor to class gifts by way of contingent remainder. 

That the testator knew how to create a condition of survivorship is 
evident. In the devise to the issue of the life tenant, the testator expressly 
provided that only those who survived the life tenant should take. Since the 
alternative contingent remainder to the brothers and the sister of the life 
tenant was not expressly made subject to the same condition of survivorship, 
it appears that the testator did not intend the result reached by the court 
in the instant case. 

In the absence of words in the will or circumstances indicating a con- 
trary intent, a testator would normally desire to include all persons possible 
within the class.1® By implying a condition of survivorship, the court in- 
creases the possibility of the testator dying intestate as to the property de- 
vised to a class. Thus, to permit the fixed rule of survivorship as used by the 
Illinois courts to be perpetuated, seems not only to run counter to the 
testator’s intent !7 but also to aid in destroying the presumption that he did 
not intend to die intestate as to any of his property. 

Notwithstanding the fact that the decision in the principal case is sup- 
ported by prior Illinois decisions, the result reached is neither warranted by 
reason !§ nor by construction. It reaffirms the existence of the rule that only 
the survivors of a contingent class gift take any interest in the property. 
It demonstrates that the attorney in drafting a will providing for such a gift 
over must specifically negate survivorship as a contingency, if that is the 
testator’s intent. 

It has been suggested that the Drury case “has caused endless confusion 
in the field of class gifts, perhaps as much as any case in the field of future 
interests . . . and ought to be overruled.” !® Insofar as the Drury case re- 
quires a condition of survivorship in all contingent class gifts without regard 
to the intent of the testator, it is submitted that this suggestion should be 
followed. Since the result in the instant case was based upon his same er- 
roneous assumption, it too should not be permitted to stand. 


Ricuarp Kirk 


‘ 


JUDICIAL PROCESS—Personal Jurisdiction of State Courts over Non- 
residents. (United States) 


Plaintiff was the beneficiary of a life insurance policy issued to the de- 


16 2 SIMES, op. cit. supra note 3 § 362. 

17 As is the usual case in gifts of future interests, the testator probably had no in- 
tention since the problem was not foreseen. E.g., Boal v. Metropolitan Museum of Art, 
292 Fed. 303, rev’d, 298 Fed. 894 (1923); Im re German Publication Society, 289 Fed. 509 
(1922). 

18No rule of public policy demands that only the survivors shall take an interest 
in a contingent class gift. 

19 CAREY AND SCHUYLER, Op. cit. supra note 3 § 233. 
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cedent in California. Defendant, a Texas insurance company, was not quali- 
fied to do business in California, and furthermore had no offices or agents 
there, nor any other contacts except the insurance policy in question. Upon 
defendant’s refusal to honor the policy, plaintiff served defendant in Texas 
by registered mail! and recovered judgment in a California court. In a suit 
to enforce that judgment in Texas, the Texas courts held the judgment void 
on the ground that California had not acquired jurisdiction of the nonresi- 
dent defendant. On appeal to the Supreme Court of the United States, held: 
Reversed and remanded. Defendant’s issuance of an insurance policy to a 
California resident was sufficient contact with the state to subject defendant 
to personal jurisdiction within the state. McGee v. International Life Ins. 
Co., 355 U.S. 220, 78 Sup. Ct. 199 (1957). 

Historically, a state’s jurisdiction was restricted to its territorial bound- 
aries, and personal jurisdiction could not be obtained over a nonresident in 
another state. The inadequacy of this common-law rule first became ap- 
parent when the corporation appeared upon the national scene. This mystical 
entity defied traditional concepts of physical power, because it could have 
no physical identity outside the state of incorporation. Its ability to con- 
tract business in other states made it imperative, however, that residents of 
those states be afforded an adequate remedy for wrongs committed by the 
corporation while engaged in business there.? —To accommodate common-law 
theories of physical power, jurisdiction over the foreign corporation was 
initially based upon fictional theories of “consent” * and “presence.” 5 The 
true basis for imposing jurisdiction, however, was the practical necessity of 
controlling foreign corporations which used state facilities and sanctions in 
“doing business” with residents of the state.® 


1 Cav. Ins. Cope ANN. §§ 1610-1620 (Deering 1950). Section 1611 bases jurisdiction 
upon: “(1) The issuance or delivery to residents of, or to corporations authorized to do 
business in, this State of contracts of insurance insuring (a) the lives or persons of resi- 
dents of this State physically present herein at the time of such issuance or delivery or 
(b) property or operations located in this State. (2) The solicitation of applications for 
such contracts. (3) The collection of premiums, membership fees, assessments or other 
considerations for such contracts. (4) Any other transaction of business arising out of 
such contracts.” For comparable language, see Itt. Rev. Strat. c. 73, § 735 (1957). 

2Pennoyer v. Neff, 95 U.S. 714 (1877). Justice Holmes’ pungent phrase, “The 
foundation of jurisdiction is physical power. .. .” is the most famous statement of the 
rule. McDonald v. Mabee, 243 U.S. 90, 91, 37 Sup. Ct. 343, 343 (1917). 

3 See HENDERSON, THE PosiTION oF ForREIGN CorPORATIONS IN AMERICAN CONSTITU- 
TIONAL Law 77-100 (1918). 

* Lafayette Ins. Co. v. French, 59 U.S. (18 How.) 404 (1855). 

5 Philadelphia & R. Ry. v. McKibbin, 243 U.S. 264, 37 Sup. Cr. 280 (1917); cf. 
Barrow S.S. Co. v. Kane, 170 U.S. 100, 18 Sup. Ct. 526 (1898). 

6 Cf. Olberding v. Illinois Cent. R.R., 346 U.S. 338, 74 Sup. Cr. 83 (1953) (fictional 
rules subjecting foreign corporation to jurisdiction held not to provide basis for diversity 
jurisdiction). For insight into extensions of the “doing business” doctrine, compare 
Green v. Chicago, B.& Q. Ry., 205 U.S. 530, 27 Sup. Cr. 595 (1907), with International 
Harvester Co. v. Kentucky, 234 U.S. 579, 34 Sup. Ct. 944 (1914). 
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The classical power concept was even more difficult to circumvent 
where the nonresident defendant was an individual, as distinguished from a 
corporation.” Only with the advent of the automobile, providing swift trans- 
portation and mushrooming tort actions, did the traditional view begin to 
weaken.’ Nonresident motorist acts were adopted in most states, subjecting 
to personal jurisdiction any nonresident who caused damage within the state 
with his car.? In Hess v. Pawloski,!° the Court held that, because of the 
paramount interest of a state in regulating its highways and protecting its 
residents, personal jurisdiction founded upon automobile injuries within the 
state could be obtained without depriving the nonresident of due process. 
In Doherty & Co. v. Goodman, the Court found an equally vital state 
interest, as legislatively announced, in regulating sales of securities and con- 
sequently declared that sales of securities within the state subjected the non- 
resident vendor to the jurisdiction of that state. 

At this stage of development, the states’ quest for personal jurisdiction 
over individual and corporate nonresidents seemed to strike an impasse. 
Then, in 1945, fictions and circumventions became unnecessary due to the 
holding of International Shoe Co. v. Washington,!* which disaffirmed the 
former limitations of the physical power concept. The standard established 
by International Shoe required only that nonresidents “have . . . minimum 
contacts with ... [the state] such that the maintenance of the suit does not 
offend ‘traditional notions of fair play and substantial justice.’” 1% Although 
this case involved a corporation, the tenor of the decision makes manifest 
that its holding applies equally to individuals.'* The new jurisdictional re- 
quirement does obeisance to the older decisions by requiring minimum 
contacts. These contacts must be substantial enough to provide “fair play,” 
which may be measured by balancing the interest that a state has in pro- 
tecting its residents against the inconvenience caused a nonresident in de- 
fending the action in a foreign state. 


7 Flexner v. Farson, 268 Ill. 435, 109 N.E. 327 (1915), aff'd, 248 U.S. 289, 39 Sup. Ct. 
97 (1919). 

8 See Scott, Jurisdiction Over Nonresident Motorists, 39 Harv. L. Rev. 563 (1926). 

*Tbid. See, e.g., Int. Rev. Strat. c. 19%, § 1-301 (1957), as upheld in Jones v. 
Pebler, 371 Ill. 309, 20 N.E.2d 592 (1939). Cf. Kane v. New Jersey, 242 U.S. 160, 37 Sup. 
Ct. 30 (1916). 

10274 U.S. 352, 47 Sup. Ct. 632 (1927). 

11294 U.S. 623, 55 Sup. Cr. 553 (1935). 

12 326 U.S. 310, 66 Sup. Cr. 154 (1945). 

13 Jd. at 316, 66 Sup. Ct. at 158. 

14 Cleary and Seder, Extended Jurisdictional Bases for the Illinois Courts, 50 Nw. 
ULL. Rev. 599 (1955). 

15 The Court in International Shoe Co. v. Washington, 326 U.S. 310, 319, 66 Sup. 
Ct. 154, 160 (1945), succinctly set forth this policy basis for jurisdiction when it said, 
“But to the extent that a corporation exercises the privilege of conducting activities 
within a state, it enjoys the benefits and protections of the laws of that state. The exercise 
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The instant case is the latest progression in this evolution of state en- 
deavors to subject nonresidents to personal jurisdiction, and it particularly 
illustrates the trend which has followed International Shoe. Many states have 
enacted statutes purporting to extend jurisdiction to the outer limits of the 
International Shoe doctrine.'® The Illinois statute is the most comprehensive, 17 
but other states, like California, have gone equally far in certain prescribed 
areas.'8 As the McGee case indicates, the judicial trend has been to assume 
that these statutes extend only as far as the International Shoe doctrine will 
allow; thus courts have confined their major efforts to the question of 
whether the particular facts of a case are within that doctrine.!® 

International Shoe leaves no doubt that extensive business conducted 
within a state is sufficient to meet the “minimum contacts” requirement for 
actions arising from that business. International Shoe leaves open, however, 
the ultimate question of where the outer limits of personal jurisdiction lie. 
Recently this question has centered upon cases involving single isolated con- 
tacts with a state. There has been strong judicial acceptance of state juris- 
diction based upon a sole tortious contact.2° This would not seem surprising 
in light of the traditionally substantial interest of a state in the protection of 
its residents from the negligence and wantonness of nonresidents.?! As the 
McGee case indicates, however, a state’s interest in regulating sales of in- 
surance is scarcely less paramount than its interest in protecting residents 
from torts. The court in Schutt v. Commercial Travelers Mut. Acc. Ass'n ** 
recognized this interest in stating that, “Few if any activities within a state 


of that privilege may give rise to obligations, and, so far as those obligations arise out of 
or are connected with the activities within the state, a procedure which requires the 
corporation to respond to a suit brought to enforce them can, in most instances, hardly 
be said to be undue.” See also Note, 22 U. Cut. L. Rev. 686 (1955). 

16 For an authoritative listing, see O'Connor and Goff, Expanded Concepts of State 
Jurisdiction over Nonresidents: The Illinois Revised Practice Act, 31 Notre DaME 
Law. 223 (1956). See, e.g., Int. Rev. Strat. c. 110, § 17 (1957); Mp. ANN. Cope art. 23, 
§ 88(d) (1951); Vr. Srat. § 1562 (1947). 

17 TL, Rev. Stat. c. 110, § 17 (1957). See O’Connor and Goff, supra note 16. 

18 See, e.g., Cat. Ins. Cope ANN. §§ 1610-1620 (Deering 1950) (insurance); Mb. 
ANN. Cope art. 23, § 88(d) (1951) (tort and contract); Vr. Stat. § 1562 (1947) (tort 
and contract). 

19See Nelson v. Miller, 11 Ill. 2d 378, 143 N.E.2d 673 (1957), discussed in Note, 
1957 U. Itt. L. Forum 522; see also cases cited in note 20 infra. 

20 Johns v. Bay State Abrasive Products Co., 89 F. Supp. 654 (D.C. Md. 1950) 
(Mp. ANN. Cope art. 23, § 88(d) (1951)); Nelson v. Miller, supra note 19 (Inu. Rev. 
Stat. c. 110, § 17 (1957)); Smyth v. Twin State Improvement Corp., 116 Vt. 569, 80 
A.2d 664 (1951) (Vr. Srat. § 1562 (1947)). Cf. Gitkin v. Kincannon, 213 Ark. 1010, 
214 S.W.2d 212 (1948) (statute upheld prospectively); Holliday v. Pacific Atlantic S.S. 
Corp., 354 Pa. 271, 47 A.2d 254 (1946) (jurisdiction denied because of invalid service). 
But see Putnam v. Triangle Publications, Inc., 245 N.C. 432, 96 S.E.2d 445 (1957) (entire 
statute was invalidated in a tort case); Hellriegel v. Sears Roebuck & Co., 157 F. Supp. 
718 (N.D. Ill. 1957) (suit for negligent manufacture out-of-state). 

21 See notes 8, 9 and 10, supra. 


22 229 F.2d 158 (2d Cir. 1956). 
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touch people so closely as do those of insurance companies.” 23 The great 
harm which nonresident insurers can cause by failing to honor bona fide 
claims led to judicial approval of broad regulatory powers even before 
International Shoe.2* The Uniform Unauthorized Insurers Act, 7° predicat- 
ing jurisdiction upon any delivery of an insurance policy or collection of 
premiums within the state, has since been upheld under the International 
Shoe doctrine.2® Thus, the jurisdiction asserted in the McGee case would 
seem to be necessary to the state’s power to protect the insurance interests 
of its residents, even though the insurer had but one contact with the state.?7 
Furthermore, McGee and the tort cases clearly indicate that the underlying 
basis of the minimum contacts rule is the effect of the nonresident’s impact 
upon the state, as measured by the qualitative importance of the contacts 
as well as their quantity. 

The “minimum contact” requirement has been more sharply defined in 
cases where the state has no historical regulatory interest. Ordinary con- 
tracts and other commercial transactions entered into by a nonresident have 
generally been considered more commonplace and therefore impinging less 
upon state interests than the dramatic tort and insurance cases. Recent state 
decisions upholding “contract” jurisdiction have involved business ventures 
having substantial contacts with the state.2° In Compania de Astral v. Boston 
Metals Co.,2® the Maryland court upheld personal jurisdiction over a non- 
resident on the basis of a single contract. However, in that case the negotia- 
tions and contract provisions implied greater contact with state functions 
than the usual simple contract suit.2° On the other hand, a federal court in 
Orton v. Woods Oil and Gas Co.*' has recently limited the scope of the 
Illinois statute conferring personal jurisdiction on the grounds of “any busi- 
ness” done within the state. In that case, the contract was executed in 
Louisiana, but the services contracted for were expected to be performed 
by plaintiffs in their resident state of Illinois. The court held this to be an 


23 Id. at 162. 

24 Hoopeston Co. v. Cullen, 318 U.S. 313, 63 Sup. Ct. 602 (1943); Osborn v. Ozlin, 
310 U.S. 53, 60 Sup. Ct. 758 (1940). In Travelers Health Ass’n v. Virginia, 339 U.S. 643, 
70 Sup. Ct. 553 (1950), the court indicated that state regulatory power has increased 
significantly since the International Shoe case. 

25 See note 1 supra. 

26 Parmalee v. Iowa State Traveling Men’s Ass’n, 206 F.2d 518 (5th Cir. 1953); 
Storey v. United Ins. Co., 64 F. Supp. 896 (E.D.S.C. 1946). But cf. Parmalee v. Com- 
mercial Travelers Mut. Acc. Ass’n, 206 F.2d 523 (5th Cir. 1953). 

27 Analogous facts were held sufficient contact in Ace Grain Co. v. American 
Eagle Fire Ins. Co., 95 F. Supp. 784 (S.D.N.Y. 1951); and Zacharakis v. Bunker Hill 
Mut. Ins. Co., 281 App. Div. 487, 120 N.Y.S.2d 418 (1st Dep’t 1953). 

8 See, e.g., State v. Register, 67 So. 2d 619 (Fla. 1953); Holmes v. W. P. Milling 
Co., 277 P.2d 655 (Okla. 1954); Wein v. Crockett, 113 Utah 301, 195 P.2d 222 (1948). 

29 205 Md. 237, 107 A.2d 357 (1954). 

30 Note, 65 YALE L.J. 674 (1955). 

31 249 F.2d 198 (7th Cir. 1957). 
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insufficient contact to come within the statute. This decision is in line with 
the recent treatment given a broad North Carolina statute expressly basing 
jurisdiction upon injuries from goods “reasonably expected” to be used in 
North Carolina.’ The Court of Appeals of the Fourth Circuit held that this 
radical statute was unconstitutional as applied to an isolated contract; ** and 
the North Carolina Supreme Court has held it unconstitutional as applied 
to an action for slander arising entirely outside the state and has indicated 
that the statute could constitutionally apply only to direct contacts with the 
state.*4 It can be seen that neither the Orton case nor the North Carolina 
decisions involved sufficient contacts to clearly define the boundaries of 
jurisdiction based on commercial transactions. They seem to indicate, how- 
ever, that commercial contacts may have to be more substantial than tort or 
insurance contacts due to the lack of historical regulatory power of the 
state over such contacts. 

A qualification of the minimum contacts requirement is that state juris- 
diction be fair and equitable with regard to the inconvenience caused de- 
fendant by being forced to defend in the foreign state. This proposition 
has been thought to establish a second and independent test for jurisdiction,*® 
but it has not received close attention by the courts. As the McGee case in- 
dicates, courts have not been impressed by complaints of inconvenience 
issuing from a nonresident who causes injury within a state and who has 
sufficient contacts with the state, so long as the nonresident has received 
actual notice of the suit and has been afforded ample opportunity to appear 
and defend the action. This view has been palliated with the explanation that 
a defendant, if truly inconvenienced by the suit, may move for dismissal in 
a state court on grounds of forum non conveniens*® or can remove to a 
federal court and ask for transfer to a more convenient forum.’? Several 
writers have concluded from this that the inconvenience test is in reality 


382. N.C. Gen. Sra. § 55-38.1(a) (3) (1955) provides that a nonresident who produces 
or distributes goods with reasonable expectation of their use in North Carolina is subject 
to jurisdiction for actions arising therefrom. 

33 Erlanger Mills, Inc. v. Cahoes Fibre Mills, Inc., 239 F.2d 502 (4th Cir. 1956). 

34 Putnam v. Triangle Publications, Inc., 245 N.C. 432, 96 S.E.2d 445 (1957). Cases 
in notes 33 and 34 are discussed in Sobeloff, Jurisdiction of State Courts Over Nonresi- 
dents in our Federal System, 43 CorNeELL L.Q. 196 (1958), and Cardozo, The Reach of 
the Legislature and the Grasp of Jurisdiction, 43 Cornett L.Q. 210 (1958). 

35 See note 15 supra. 

36 Southern R.R. v. Mayfield, 340 U.S. 1, 71 Sup. Cr. 1 (1950); Nelson v. Miller, 
11 Ill. 2d 378, 143 N.E.2d 673 (1957). Illinois recognized forum non conveniens in 
Whitney v. Madden, 400 Ill. 185, 79 N.E.2d 593 (1948); People v. Clark, 12 Ill. 2d 515, 
147 N.E.2d 89 (1957) (the exercise of a trial judge’s discretion is not subject to review 
or mandamus). See also Cleary, Service of Process for Personal Judgments, 37 Iv. B.J. 
236 (1949). 

37 See 28 U.S.C. § 1404(a) (1948). See Gulf Oil Corp v. Gilbert, 330 U.S. 501, 67 
Sup. Ct. 839 (1946), where the court upheld the doctrine of forum non conveniens, upon 
which the federal statute is based. 
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superfluous and should be excised from the requirements of state jurisdic- 
tion.*® Certainly no court has completely disregarded the “fair play” test, 
but, if the defendant is served in a manner substantially certain to provide 
actual notice and is given just opportunity to defend, the courts seem likely 
to consider his inconvenience merely as another factor in determining 
whether the minimum contacts proven are sufficient. The McGee case 
appears to suggest this development.*® 

From what has been said, it seems apparent that the concept of due 
process as reflected in personal jurisdiction by a state over nonresidents is 
in a state of flux. The /nternational Shoe case has laudably replaced out- 
moded physical power concepts with more flexible and practical criteria. 
Those criteria are necessarily vague, however, and can derive definiteness 
only by judicial trial and error. The McGee case represents a rather sig- 
nificant but inconclusive progression in the continuing evolution of non- 
resident jurisdiction. Whether the courts will, as suggested by the Orton 
case, subject “contract” jurisdiction to stricter standards than apply to the 
insurance and tort cases, is at best uncertain.*® Legal writers have been 
characteristically bold in advocating far-reaching reforms,*! but it seems 
likely that the International Shoe case will continue to influence the require- 
ments of nonresident jurisdiction for many years. 


G. Witt1AM Howarp 


38 Note, 22 U. Cur. L. Rev. 686 (1958). See Cardozo, supra note 34. 

39 “Of course there may be inconvenience to the insurer if it is held amenable to 
suit in California where it had this contract but certainly nothing which amounts to a 
denial of due process.” 355 U.S. at 224, 78 Sup. Ct. at 201. 

40In Perkins v. Benguet Mining Co., 342 U.S. 437, 72 Sup. Ct. 413 (1952), the 
Court goes so far as to suggest that jurisdiction founded on minimum contacts, whether 
contractual or tortious, may extend to causes of action not based upon those contacts. 

41 One writer suggests that the law of conflicts should determine the proper forum. 
Note, 65 YaLe L.J. 674 (1955). Another advocates complete abolition of jurisdictional 
requirements, restricting defendants to a sole remedy of forum non conveniens. “And 
psuedo-medieval formulas established and perpetuated by nineteenth century conceptual- 
ism, which for decades has obstructed the free flow of legal process, will have been re- 
placed by what may become to be known as the new and old American law of inter- 
state venue in the forum conveniens.” Ehrenzweig, The Transient Rule of Personal 
Jurisdiction: The “Power” Myth and Forum Conveniens, 65 Yate L.J. 289, 314 (1956). 
The conflicts problems created by such reforms are treated by Currie, Change of Venue 
and the Conflict of Laws, 22 U. Cut. L. Rev. 405 (1955). 
































An Anniversary Tribute 


Eighty-five years ago, Frank Shepard conceived the idea 
of publishing citations to cases to help ease the tedious- 
ness of research for members of the Bench and Bar of 
America. 


From a crude beginning, and with little or no encourage- 
ment or help, he fought the elements of adversity to 
justify his faith in his idea. 


He lived to see his name become a byword in the legal 
profession and his work a must in every law library. 
His idea continued to grow until today a large staff is 
fully occupied in the work of furnishing histories and in- 
terpretations of both cases and statutes to tens of 
thousands of users. 


And so on this, the eighty-fifth anniversary of Shepard's 
Citations, we once again pay a well-earned tribute to 
its founder, Frank T. Shepard. 
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